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Coming — 100 often, the practical aspects 
of taxation are neglected in the welter of 
very interesting theoretical discussions. In 
our next issue, we shall attempt to restore 
the balance. 


Is it better to begin suit in the Tax Court 
or in a district court? How is income com- 
puted where proper records are not kept? 
How does one go about dealing with the 
Treasury in matters such as rulings? While 
these questions may appear very common- 
place, the answers are worth the attention 
of every tax man; they will be found in arti- 
cles by Platt S. Dockery, Kalman A. Goldring 
and Messrs. Joseph and Daniel S. Berman, 
among others. 


Other articles will deal with such subjects 
as the power of Congress to change the 
administration of federal taxation and civil 
penalties relating to the declaration of 
estimated tax. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information 
The editorial policy is to 
allow frank discussion of tax 
issues On this basis contri- 
butions are invited Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer: Circula- 
tion Manager, M. S. Hixson 
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Court... 


Administrative... 


FEDERAL 
TAXES 


\ OU DON’T HAVE TO WORRY about 
who has title to property which is in your possession, if a revenue 
agent presents you with a distraint. It is not necessary to ascer 
tain the true title to such property; rather, in such circumstances, 
one is under a duty to deliver the property to the agent and the 
true owner cannot maintain an action for conversion.—Determan 
uw. Jenkins, 53-1 ustc § 9290 ( DC Ga.). 


Vi ORE THAN A MISPLACED TRUST in 
her ex-husband business partner was apparent when the record showed 
that, in obtaining her second divorce from him, a woman had pleaded 
that he was about to abscond with funds belonging to her. Although 
admitting that income tax returns filed by him on her behalf 
were false, she denied harboring a fraudulent intent, stating that 
she was an ignorant and simple-minded person who did not uh 
derstand the nature of the returns and that she had trusted him 
implicity. However, she was well aware of his reputation for dis 
honesty, she could read and possessed the rudimentary intelli 
gence to understand the amounts of income reported. If she failed 
to check the returns made by him, she was guilty of wilful ignor 
ance which was no defense to the imposition of penalties for fraud 
with intent to evade income tax.—Frances Ambuhl, CCH Dec. 


19,524(M), 12 TCM 284 


\ N UNLIMITED WAIVER of the statute of 
limitations does not last forever; it covers only a reasonable time 
and that reasonable time is terminated by notice from a taxpayer to 
the Commissioner. lI'urthermore, such notice starts the statute to run 
again. So, where there was an assessment of taxes in 1930 for the 
years 1924, 1925, 1926 and 1927 and a waiver given in 1931, a 


rejection of the claim for taxes by the executrix of the taxpayer 
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in 1946 caused the statute of limitations to run again. Including 

the period between 1930 and 1931, the dates of assessment and 

waiver, more than six years had elapsed before commencement 
_ot an action to collect the taxes in 1952; therefore, the action 
" was barred.—U. S. v. Horne, 53-1 ustc § 9300 (DC Fla.). 


rp 
| URKEY TROUBLE. About Thanksgiving, 
1944, a poultry and meat firm got some information about prices for 
turkeys. Some attempts were made to check this information, includ 
ing a visit to the OPA offices and talks with wholesalers and packers 
who stated that a price increase would be in order. However, 
the exact OPA prices were not checked. Early in 1945, the OPA 
brought suit for violating the price regulations in force at the 
previous Thanksgiving. This action was terminated on payment 
of $25,000. Because there had been a failure to take reasonable 
precautions against price violations—only a few hours’ attempt 
had been made to ascertain whether increased prices would be per 
mitted—the $25,000 could not be deducted as a business expense. 
George Schaefer & Sons, Inc... CCH Dec. 19,563(M), 12 TCM 


> 
JIOOH ba 


ry. 
| HE COMMISSIONER may dislike tax 


saving plans but he cannot change a liquidation into a “reor 


ganization” unless he can get it within the precise and specific 
provisions of the reorganization section (Code Section 112 (g)). So, 
where, pursuant to a plan to save taxes, a corporation was dis 
solved, its assets transferred to a trustee for the stockholders, 
these assets being transferred to a new corporation by the trustee 
at the direction of the stockholders, the expenses of attorneys, 
accountants and appraisers in connection with the plan were 
ordinary and necessary expenses of the old corporation, there 
being no “reorganization” present.—U’. S. v. The Arcade Company, 


—) 


PP) l UST¢ q 9298 (CA-6). 


ONE DAY made quite a ditference to a per 
son who sold a quantity of rye on a grain futures contract. On 
June 19, 1945, he purchased 50,000 bushels which he sold on 
December 19, 1945. He claimed that the gain on the sale was a 
long-term capital gain, resulting from the sale or exchange of an 
asset held for more than six months and taxable on a 50 per cent 
basis. Not so, said the court, as it applied the “well established 
general rule” that “in computing a period of time, the beginning of 


which is determined by a given date, or by an event, the general 
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rule is that the designated date, or the day of the event, is to be 
excluded, while the last day of the period is to be included.” Such 
being the case, the gain was a short-term capital gain and was 
taxable on a 100 per cent basis—Fogel v. Commissiongg, 53-1 ust 
| 9304 (CA-5). 


A N UNREASONABLE accumulation of sur- 
plus was not found where the facts showed that funds were being 
accumulated to provide for expansion of a department store in 
an area which was growing rapidly. There was a positive plan 
to enlarge the physical facilities of the store although it had not 
been put into effect because of construction difficulties and insuffi 
cient capital—as a result of an earlier financial experience there 
was considerable reluctance to borrow. Although the accumula- 
tion of surplus was considerable, substantial dividends and sala- 
ries had been paid; in addition, the federal taxes were large. The 
business needs of the store necessitated the accumulation of earn 


1 profits.—Korrick’s, Inc., CCH Dec. 19,541(M), 12 TCM 


Pri IMOTIONAL ACTIVITIES of a foreign 
corporation in Georgia do not amount to “doing business” and do 
not subject the corporation to Georgia’s income tax. Such ac- 
tivities include the corporation’s local sales representatives han- 
dling small quantities of the product for the purpose of selling 
some to retailers, who are sold out, at the same price as paid to 
the jobbers, and replacing stale stocks with fresh stocks; the 
arrangements to exchange such stocks were made at the corpora 
tion’s home office in New York. The corporation did not incur 
a tax liability because such activities did not constitute a sub 
stantial part of its ordinary business and were merely casual or 
occasional transactions.—Kedwine v. United States Tobacco Com 
pany, CCH Georcta Tax Reports § 14-543 (S. Ct., Ga.). 


A MISSIONARY SOCIETY is not an inst1 


tution of learning so as to be exempt from the Ohio succession 


tax, even though it conducts schools and uses a large part of its 
income for that purpose: “The carrying on of this educational 
work is merely subsidiary to its main objective of religious and 
missionary endeavors . . . the schools are but a part of the plan 
in attaining the objective.”—Estate of Helen S. Osborn, CCH 
STATE INHERITANCE Estate AND Grrr Tax Reports § 17,719 
(S. Ct., Ohio). 
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Administration's Tax Policy... 


Revision of Tax Law... 


Storage of Federal Gasoline Taxed 


Washington Tax Talk 


The President 
No tax 


| ower, 


cuts at present, said Mr. Eisen- 
recent 
the policy of the 
federal taxes. 


he made 


speech setting forth 
new Administration on 
The recommendations which 
to Congress include 

(1) the extension of the corporate excess 
fits tax for six months beyond its present 


expiration date, June 30, 1953; 


maintaining the present rates for in- 


dividual income taxes during 1953; 


3) the repeal of the automatic reduction 
(from about 
cent), 


orate income tax 

52 per cent to about 47 per 
for April 1, 1954; and 

(4) the 


tax rates. 


rates 
slated 
extension of the existing excise 
There is no doubt that these proposals 
will engender mixed reactions in Congress 
and in other places. For example, the 
House Ways and Means Committee already 
h: xpressed itself as favor of 
and 
wing the excess profits tax to expire. 
30 is the 


be ing in 


individual tax rates this year 
crucial date for enact- 

} will be 

‘ 


hat can be accomplished by those in 


roposals, i 
pro] als, it 


interesting 
favor of and by those who oppose the pro 
posals in a period which is short, consider- 
ing the legislative procedure to be followed. 

President Eisenh 
to that 
poli y be re-examined: 

OW 


eign 


ywwer also recommended 


ongress foreign economic 


our 


must make sure that changes in for- 
economic policy consonant with our 
position as the world’s greatest creditor na- 
tion do not benefit particular groups at the 
expense of the national welfare, but we must 
make sure that such 


1 
aiso 


changes do not 
place unequal burdens on particular groups.” 


The Congress 
Well, 


road 


here’s the 
to revision of 


first step on the 
the tax law. 


long 
Hearings 


Washington Tax Talk 


begin on June 16 before the Ways and 
Means Committee of the House. Testi- 
mony will be accepted which is pertinent 


to the following 40 subjects: 

1. Qualifications for the dependency 
credit (including such problems as to whether 
dependency exemptions should be granted for 
foster children, whether a dependency exemp- 
tion should be apportioned where two or more 
taxpayers are providing the 
the problem 


support, and 
where an individual 
who otherwise would be a dependent earns 
over $600 of income). 


arising 


The expenses of child or dependency 

for working wives, widows, etc. 

The medical and dental 
expenses (such as problems relating to the 
5 per cent minimum, the maximum dollar 
limits and the coverage of the deduction). 


deduction of 


4. Deduction of charitable contributions, 
interest and taxes. 

5. College and educational expenses (in- 
cluding the unusual school expenses of de- 
pendents and also the professional educa 
tional expenses of the taxpayers themselves). 

6. Business expense deductions from ad- 
justed gross income (such as traveling ex 
penses, entertainment work clothes, 
and the relationship of these deductions to 
the standard deductions). 


expenses, 


7. Alimony and separate maintenance and 
support payments. 


8. Income-splitting and head-of-house- 


hold provisions. 


9. Averaging of income (such as modifi- 
cations of Section 107 to provide a different 
type of averaging and coverage of types 
of income not now provided for by that 


section ). 
10. Earned income credit. 
11. The 


turns, 


time and manner of filing re- 


declarations for individuals. 


12. Withholding 


and 


405 





13. Employee death and disability bene- 
hts 


14. The 3 per cent annuity rule 
15. Stock 


and deferred 


options compen 


sation plans. 


16. Pension and profit-sharing treatment 


provided by Sections 165 and 23 (p). 


17. Techniques for double 


alleviating 
taxation of dividends. 


18. Accounting principles (such as those 


relating to timing and correlation in 


porting income and expenses). 
19. | 


IFO inventory accounting 


20, Depreciation and 


21 Research 


tures 


amortizatior 


and development expendi 


i? 


22. Capital gains and 


losses, including 


problems relating to basis. 


23 Income taxes ol lessor paid by 


bv lesse 
24. The net operating loss 
Cancellation of indebtedness 
26. Consolidated 


rate dividends 


returns and intercorpo 


27. Corporate reorganizations and dis 


tributions 


28. Statute of limitations, assessment and 


collection of taxes and penalties 


29. Partnerships 


30. The 


Income 


various provisions relating to in 
derived from foreign sources 


31. Income tax treatment of estates and 


trusts 


32. Treatment of bad debts (bad debt re- 
bad debt 
of nonbusiness bad debts). 

33. The 


inclusions and exclusions 


coveries, reserves and deduction 


determination of taxable incoms 


34. Gift and estate tax problems 


35. Excise tax problems (exclusive of 
those relating to rates, to new taxé 
removal of 


existing taxes) 


36. Retirement funds for 


self-employed 
and others not covered by existing pension 


plans 


37. Exclusion of pension and retirement 


income for specific types of employees 


38. Depletion 
tures 


and exploration expendi- 


39. Improper accumulation 


(Sec tion 102) 


surplus 


40. Excise tax rates 


men who want to be 


should 


lax scheduled as 


witnesses 


406 


write to the clerk of the 


June, 
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1 


Ways Means Committee, Gordon 
Grand, Jr., Room 1102, New House Office 
Building, Washington 25, D. C 
furnish the 


and 


They 


should 


following information 


1. The subject, or subjects, on which they 
want to testity 
2. The 
testimony 
ye 
then 


, 
their 


minimum time required for 


brief summary of the substance of 


testimony 


Come back, little worker.—The number 


of overseas travellers diminish con 
siderably if a bill introduced by Representa 
Reed of New York is 
At present, anyone spending 17 
18 consecutive months abroad, does 


not have to 


may 
tive passed by 
Congress 
out of 
include in ine: 


me amounts 


earned abroad in that period. The Treasury 


had 


under the law which was enacted primarily 


feeling that abuses been developing 


to encourage persons with special skills to 


accept employment in foreign countries, 


asked for amendments to the law 
Reed’s bill (H. R. 4552) 


this earned 


Repre 
sentative would 


eliminate income exemption. 


The Supreme Court 


The conflict between the courts of appeals 


as to the tax treatment of a sale of un 
matured fruit, which occurred prior to 1951 
Watson v 


prior to 


Commissioner 
1944, a 


operating an 


was resolved in 


For 
had 
grove, selling the 
August 10, 1944, 
November, the 

unmatured fruit, 


several years family 
engaged in 


fruit 


been orange 


when matured. On 


fearing a heavy frost in 


entire grove, including the 


was sold. One member of 


the family treated her share of the 


costs 
of operating the grove until the purchase price 
was paid (September |, 1944) as an ordinary 
business expense but reported her share of the 
profit from the 


sale (including the fruit) 


upholding 


as a long-term capital gain. In 


the Commissioner in his comminution of 


the sales and in his determination 
that the 
duced 


that 


price 


sale of the unmatured fruit pro 


stated 


income, the Court 
Section 117 (j) of the 
effect in 1944, did not 
gain treatment 


stituted 


ordinary 
Code, as in 


capital 


authorize 
fruit 
“held by the 


sale to 


because the 
property 
primarily for 


crop con 
taxpayer 
customers in the 


trade or business 


(The fact that the crop might be considered 


ordinary course of his 


(Continued on page 489) 
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Tax Shortcomings 


June, 1953 


in the LIFO Provisions 


By RAYMOND A. HOFFMAN, CPA, Price Waterhouse & Company, Chicago 


APPLICATION of the 


in, first-out) 


LIFO 
inventory 
has advanced beyond the initial 
development period. Within the last five 
basic principles have 
been established, and subject only to the 
matter ol adapting the 


Sere 
(last 


valuation 


method of 


years a number of 
procedures to the 
details of a particular business, the method 
has been found to be 
any type of 


suitable for almost 
inventory 


LIFO 


visions of the 


Because the appli 


cation of under the current pro 
and 
imperfect, the 


stimulate discussion 


federal income tax law 
regulations is admittedly 


present 


objective is to 
of a few specific shortcomings which, it is 


hoped, may be eliminated 


Write-Downs to Market Value 


One of the principal reasons why a larger 
number of businesses have not adopted the 
LIFO method of inventory 
believed to be the 
below the basic 
LIFO date. The Internal Revenue Code does 
not permit, for tax purposes, the write-down 
market market is 
LIFO inventory cost. From 
time to time proposals have been submitted 
to amend the 


valuation is 
fear of declines in prices 


costs prevailing on the 


ot inventories to 


than the 


where 
lk wer! 


law to provide for a deduc- 
tion, in computing taxable income, equal to 
the amount by which the 
may exceed the 


LIFO inventory 
market value of the 
goods, and the recommendations submitted 
within the past 
Committee ot 


cost 


few months to the Joint 


Congress on Internal Reve- 


LIFO Provisions 


A Realistic Inventory System 
Would Be Attained 
If These Changes Were Made 


Institute 
included 
legislation. 


Taxation by the American 
of Accountants and 
this type ol 
In 1952, the Senate Committee 
requested the staff of the Joint Committee 
of Congress on Internal Revenue Taxation 
to make a study and report on this matter. 
About three months before adjournment of 
Congress on July 7, 1952, the following bill 
was introduced in the House of 
sentatives as H. R. 7447 by 
A. Sidney Camp (D., Ga.) 


nue 
others have 


reterences to 


Finance 


Repre- 
Congressman 


“Be it enacted by the Senate and House 
of Representatives of the United States of 
America in Congress assembled, That sec- 
tion 22 (d) (1) of the 
Code 


Internal Revenue 


is amended as follows: 
“Subparagraph (B) is amended by strik 

ing out the word ‘and’ at the end thereof, 

and subparagraph (C) is amended by insert- 


ing after the semicolon the word ‘and.’ 


“Following subparagraph (C) there are 
added two new 
follows: 


““(D) A taxpayer may elect in its return 
for the first taxable year ending after June 
30, 1952, for which it computes its inven- 


407 
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tories in the manner provided in this sub- 
section, or in its return for a subsequent 
taxable year with the 


Commissioner, to 


approval of the 
value its 
computed at cost or 
lower. In the case 
taxpayer, in 


inventories so 
market, whichever is 
of such an election, the 
computing net income, shall 
(except as provided in subparagraph (E)) 
deduct an amount equal to the excess, if 
any, of the 
market 
quent 
cost 


determined 
value. At the close of 
taxable year, if the 
over the market 


cost so 


over the 
any subse- 
excess of the 
than 
the amount so deducted, the difference shall 


I lall 


value is more 
be deducted in computing net income, but 
amount so 
deducted, the difference shall be added to 
income. 


“"(E) For year 
in the period from January 1, 
fifth 
the date of the 


if such excess is less than the 


each taxable beginning 
1952, to the 


close of the calendar year 


following 
expiration 
of the excess profits tax imposed by sub 
chapter (D) of this taxpayer 
electing under subparagraph (D) shall use 
as the 


termination or 
chapter, a 


basis of its inventories computed 
under this subsection the cost so computed 
or the market 
taxable year, 


market 


value at the close of the 
whichever is lower. Such 
value, if lower than shall 


thereafter be treated as cost’.” 


This bill was introduced before the 
Eighty-second Congress on April 8, 1952, 
and on April 23, 1952, an identical bill was 
introduced by Congressman Daniel A. Reed 
(R., N. Y.) as H. R. 7554. Both Congress- 
man Congressman Reed 
Ways and Means 
Just before adjournment of 
gress, it is understood that the Ways and 
Means Committee reviewed a number oi 
bills which had not been called up for con- 
sideration, including H. R. 7447 and H. R. 
7554, but that representatives of the Treas 
ury Department appeared and stated they 
were opposed to this legislation because it 
would result in a revenue. It is 
believed that the quest! yn of loss of revenue 


cost, 


Camp and 
members of the 


wert 
Com 


mittee. Con- 


loss of 


may have been overemphasized, since there 
would be no effect unless prices should fall 
during the 


next few years, and the same 


aggregate business income would be taxed 
so long as the alternative is for business 
to defer the adoption of LIFO until there 
has actually been a price decline. As re- 
gards taxpayers which have adopted LIFO 
on the basis of comparatively high cost 
levels, the statutory amendment is one way 
of placing them in substantially the same 


position as competitors using LIFO with 


408 
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a lower price level as a starting point. It 
is generally expected that at the current 
session of Congress, legislation will be 
considered to provide for a similar modifi- 


cation of the present LIFO rules. 

To fully appreciate the justificatio 
the proposed 
i 


statutory amendment, 
nportant to review certain 
¥ 


elopment of the 


fa tors 
LIFO method. 
The interpretations by th 
Department representatives re¢ 
application of the I IFO invent 


] ‘ ; ; 
al years altel 


I 
di 


for sevet 1939, when the 

ternal Revenue Code first permitted the 
use of the method regardless of industry, 
were so narrow that many taxpayers wer 
led to that the 
be applied in their case. 
of such 


believe could no 


method 
Except in 
industries oil, steel, 
packing, in which the character 
ventories does not 
' thes« 
acceptable LIFO groups 
method impracticable and, even 


spect to the 


vary substant 


year to year, narrow limitations upon 


industries just mentione: 
considerable difficulty was encountered. A 
somewhat broader view as to groupings was 
adopted by the Treasury 

1944; however, the 

pany CCH Dec. 

(1947), which approved the 


case, 


LIFO to taxpayers using the retail inven- 
tory method, was not until 1947, 
and the Tax Court decision approving the 
use of the method 
than a was, 
until 
was 


decided 


dollar-value 
later. It 
almost ten years 


was more 
year therefore, not 
after the provision 

included in the law that the broad 
principles of procedure for applying LIFO 
to the inventories of businesses genet l 
were established. ‘The 


price trend 
time 


was quite uncertain, and 
1950 that there 
LIFO, occasioned by furthe1 
and the 
which 


until was a 


renewed 
est in 
increases national 
indicated might 
another extended period of inflation. ° 
LIFO until 


the critical position taken by the 


prepared 
program there 
payers, not adopting 1950 
cause ol 
Treasury Department during the preceding 
decade, have not enjoyed advantages compa 
rable to those derived by the taxpayers who 
applied LIFO as of an 
who had a 


earlier date and 
LIFO inventory 
If it is assumed that prices in almost 
every industry can be expected to fall at 
some future date below the price levels 
prevailing in 1950 or 1951, those companies, 
who recently adopted LIFO, will 


continue to carry their inventories for tax 


lower basic 


cost. 


more 
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As a matter of sound principle of 
government revenue, a tax should not 
be imposed upon an amount of income 
which is unrealistic. 


r figure than their com- 
LIFO for the same 
1940 or 1941. The 
proposed statutory amendment to permit a 
write-down to market, where 

the LIFO inventory 


T 
I 
t 
t 


inventories in 


lower than 
will tend to 
position of all LIFO taxpayers. 
practical argument in justifi- 
the amendment to permit the 


cost, 


| 
equalize the 


down to market. 


The theoretical justification for the statu- 
tory amendment t permit a write -down to 
market is based upon the fact that, in the 
view of most businessmen, economists and 
accountants, no inventory, carried on finan- 
cial statements at an amount in excess of 


market, is realistic. Over 30 years ago, it 


was recognized that, for tax purposes, in- 


ventories need not be stated at costs which 


are in excess of current market value, and 
this change in earlier procedures was ef- 
fected merely by an amendment to the 


income tax regulations. Consistent with the 
accounting practice of providing for measur- 
able expected future losses, it is reasoned 
that the total amount of accumulated earn- 
ings of the business to the date of the 
financial overstated if 
not taken into account 


statement will be 


market declines are 


The Constitution of the United States 
permits Congress to impose a tax on in- 
come. Although it has been stated in a 
number of that the underlying 

Internal Revenue Code 
is to impose the tax upon the income fot 
each accounting period, irrespective of the 


happenings of prior 


decisions 


“iple o! the 


or subsequent years, it 
that if 
any particular year 


logical 


seems events occur during 
(including a decline in 
the market value of inventories) which have 
an effect on the measurement of the ac- 
cumulated amount of the earnings retained 
in the business, they should be recognized 
as part of the basis for computing taxes 
As a matter of sound principle 
of government revenue, a tax should not be 


imposed upon an amount 


on income, 


of income which 
is unrealistic. Certainly, from the stand- 
point of thought, 
made for the measur- 
able decline in value of an inventory which 


conventional 
yuld be 


accounting 


provision sh 


is basically an income-determining factor. 


LIFO Provisions 


Although the most fundamental of the 
justifications for the LIFO method is that 
income for any particular period is more 
clearly reflected thereby, it must be recog- 
nized that, as presently provided for in the 
Internal Revenue Code, this is true only as 
regards completed transactions for the year. 
If there is a decline in value of an inventory 
during any year, this event should also be 
recognized to properly reflect the accumu- 
lated earnings for the business. It is basic 
that the increase in the amount of accumu- 
lated earnings between two dates, with ap- 
propriate recognition of distributions made 
to shareholders, and of similar factors, 
should be a measure of the income during 
the elapsed period. As a matter of pre- 
senting the results of business operations 
in financial statements, more information 
would be provided the reader if any charge 
against income necessitated by a decline in 
the market value of the inventory (where 
material in amount) was separately shown, 
so that the results of the actual operations 
of the business, as represented by trans- 
actions completed during the period, could 
be ascertained; however, it is unrealistic to 
say that such decline in the 
market value of inventory can be ignored 
and still have a clear reflection of income 
within the businessman’s conception of the 
term. 


events aS a 


It will be noted that the bill, introduced 
in Congress during 1952, provided that the 
decline in market value is to be recognized 
in two different ways depending upon 
whether the decline occurred during a pe- 
riod of five years subsequent to the termi- 
nation of the present emergency period, as 
measured by the continuation of the cur- 
rent federal excess profits tax, or subse- 
quent to such five-year period. The earlier 
declines in market 


values will result in 
establishing a new 


LIFO cost, whereas a 
decline in price subsequent to the specified 
period will permit a deduction from taxable 
income which will have to be restored and 
included in income in a 
during which the market value again in- 
creases. This alternative treatment of a 
decline in market value, depending upon 
the period in which it occurred, is another 
indication of the fact that the proposed 
legislation is motivated in part by the desire 
to equalize the position of all LIFO tax- 
payers, 


When an 


written down 


succeeding year 


item of inventory has beer 


because of a decline in mar- 
will not be written back up 


under gene rally accepted accounting princi- 


ket value, it 
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ples. This was developed in connection with, 
and is appropriate under, the lower-of-cost- 
or-market inventory method when applied 
to identified first-in, first-out cost or 
average cost. It is applicable to an item 
that is actually on hand in the inventory 
at the end of two or accounting 
periods. The rule seldom comes into oper- 


cost, 


more 


ation, however, because the same goods are 
not often in the inventory at two or more 
successive year-end dates. It is sometimes 
said that the 
cost” but the choice of words is not impor- 
tant. The point is that if goods are not sold 
but remain on hand to be included in inven- 
tory a year later they should not be written 
up. There is not the same justification for 
applying this accounting principle to seg 
ments of a LIFO inventory, since the use 
of the LIFO inventory 
mean that the last goods 
actually the first goods sold. 


write-down establishes a “new 


method does not 
purchased are 
After the in 
equities between taxpayers are theoretically 
eliminated, therefore, the proposed bill pro 
vides for reversal of write-downs, made in 


recognition of temporary market declines 


In considering the application of the 
proposed statutory amendment, 
must be how the comparison is 
to be LIFO and 
market logical that, for 
this purpose, the market value of the types 
of goods included in the inventory should 
be compared with each of the LIFO in- 
ventory layers, rather than with an average 
inventory cost. This is not clear from the 
wording of the statutory amendment itself 
but may be taken care of by further re 
visions in the draft, with 
will doubtless be 
law. if the law 
should be amended so that a write-down is 
permanent, the rule could be readily applied 
only by layers. It is that any 
attempt to apply it by groups or in total 
would run into difficulty in later years, if 
and when a group 
quantity. 


recognition 
given to 
between the 
value. It 


made cost 


seems 


original 
which 


along 
other revisions 


made before it becomes 


belic ved 


shows a decrease in 


It is to be noted that the proposed statu- 
tory amendment makes the lower-of-LIFO- 
cost-or-market rule applicable only if the 
taxpayer so elects. This is fair and equi- 
table in view of the provision for reversal 
of write-downs, reflecting temporary mar- 
ket declines, and is with the 


practice in effect for many years relative 


consistent 


to the rule permitting the lower-of-cost-or- 
market. As stated in the income tax regu- 
lations (Regulations 111, Section 29.22 (c)-2), 


taxpayers were given an option to adopt 
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the basis of either (a) cost or (b) cost or 
market, whichever is lower, for their 1920 
inventories, and the basis “properly adopted 
for that year or 
controlling. 


any subsequent year” is 
A change can be made only 
after permission is secured from the Com- 
missioner of Internal Revenue. 


Extending ‘‘Replaceable’’ Liquidations 
and the ‘Replacement Period”’ 


A study of the factors which prompted 
the enactment of the provisions of Section 
22 (d) (6) of the Code to permit a retro- 
active adjustment of income after the re- 
placement of LIFO inventory 
involuntarily liquidated as a result of war 


quantities, 
conditions or economic causes attributable 
to the national preparedness program, dem 
onstrates the need for a relief provision ap- 
plicable to liquidations of inventory quantities 
attributable to other causes. For example, 
the end of a 
particular taxable year should be reduced 
below the quantities as of the beginning of 


if the inventory quantities at 


the year because of labor difficulties in the 
taxpayer's plant or the plant of one or more 
suppliers of its there would be 
included in income the entire excess of the 
LIFO inventory 
value which might represent the cost of that 
type of goods many years before. The 
quantities would be replaced in the follow- 
ing year, but, under the present provisions 
of the Code, would be treated as increments 
to the LIFO inventory and would have to 
be carried at the cost incurred in making the 
replacement. This type of “involuntary liqui- 
dation” should 


materials, 


proceeds of sale over the 


also be recognized in the 


Code to make the LIFO provisions complete 


In cases where the inventory quantities 
are diminished as a consequence of a fire, 
it might be possible for the taxpayer to rely 
upon the involuntary conversion provisions 
of Section 112(f) of the Code, if the inven- 
tory was fully covered by insurance. This 
section provides that if property is con- 
verted into cash as a consequence of fire, 
theft, etc., and then into similar property, 
no gain is to be recognized for federal in- 
come tax purposes and the replacement 
property is deemed to have the same 
as that destroyed. In the event, however, 
that the insurance proceeds were inadequate 
to cover the entire cost of replacing the in- 
ventory, the involuntary conversion provi- 
sions would not provide a satisfactory solution 
to the taxpayer’s problems 


cost 


The possible causes of an inventory liqui- 


dation as a result of accident, rather than 
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judgment by thx 
company, are 


the exercise of business 


management of a innumer- 


abl 


Conceivably, it could be the result of 


delays in shipping, a flood or even inclement 


weather; consequently, it is not possible to 


prepare a completely satisfactory definition 


; 


of an involuntary liquidation which might 


LIFO in 


al carrying value. Be- 


bast need tor 


be replaced and restored to the 
ventor é i} rigin 
cause of the protection to 
such liquidations, it has 
been suggested that the 
to permit 


have any 


taxpayers against 
statute be amended 
taxpayers to file an election to 
decreases in the LIFO inventory 
quantities subject to replacement within a 


reasonable period, such as five years 


This type of an automatic right of elec 
tion to effect a replacement of liquidations 
of LIFO inventory quantities largely would 
remove the disturbing economic conditions 


existing in some markets when the 


princi- 
pal members of an industry are all attempt 
ing to make abnormal purchases at the sam¢ 


time to build up inventory quantities which 


were temporarily diminished 


In certain in 


dustries where the purchases are the sub- 


bidding, 


concerns 


ject ot 


active have 


risen 


LIFO 


avoid 


prices 
merely because 


method 


using the 


were making purchases to 


having inventory quantities at the end of 


vear below 


those at the beginning of 


yeal 


It is a fundamentally sound principle that 


a business should not be run for tax con 


should be 
cause of pur 


siderations 


alone The statute 


amended to eliminate the 


chases being made because of the tax 


con 
LIFO 


rather than’ because of 


‘| he 


sequences of a liquidation in the 


inventory quantities, 


the existing conditions of the market 


temptation to make abnormal purchases fot 


tax reasons 1S, of course, but one of the 
of increasing LIFO inventory quanti 


ties at the 


Ways 


end of any particular year. In 


practice, numerous have arisen 


LIFO method 
shipments of 


instances 
wherein businesses using the 
making 
Wherever: 


are being deferred because of tax considera 


have deferred 


] 
alsO 


merchandise normal shipments 


tions, business 1s being 


run to accomplish 


what should be 


secondary and 


able 


purposes 
management is not to exercise normal 


business judgment 


In considering this type of statutory ‘amend 
ment, involving a recomputation of tax on 
a previous year’s may be 


income, it that 


same prin 
ciple of procedure as is in Sections 452, 734 
and 3801 of the Code. The amounts of the 


there should be incorporated the 


LIFO Provisions 


net decrease or increase in previous years’ 
taxes could be deducted from, or added to, 
the tax computed on the income for the 
year of replacement. an administra- 
tive standpoint, this might be preferable to 
a specihc 


From 
refund of, or assessment of a 
deficiency in, tax for a prior year. Another 
procedure would provide that 
the income of the year of involuntary liqui 
dation be reduced initially in the return by 
the difference inventory 
and the replacement cost of the 
liquidated The difference between 
such current cost and the replacement cost, 


alternative 


between the 
current 
items. 


cost 


as determined in the year of actual replace 
ment, could be adjusted in such year. If 
replacement is not made, the interim ad 
justment could be reversed in the last yeat 


in which 


a replacement would have been 


recognized 


lhe statutory provision, dealing with the 
involuntary liquidation of inventories during 
the World War II years (1941-1947), was 


designed to allow the 


cost of sales for the 
with the 
replacement cost of such liquidated inven- 
tory, rather than the LIFO inventory cost 
It must been assumed that taxpayers 
could be expected to make such replace- 
ments by the end of 1952 and that replace 
ment 


year of liquidation to be charged 


have 


goods would be available. The facts 
proved to be Taxpayers 
have not only been unable in many instances 
to obtain goods to replace their wartime 
liquidations, but have suffered further in- 
voluntary 


have otherwise. 


liquidations. Statutory provision 
was made to recognize certain of these later 
involuntary during 1950-1953, 
conditioned on replacement being made be 
1956. 


liquidations 


tore 


There are, therefore, three 
which liquidations could occur, 1941-1947, 
1948-1949 and 1950-1953. No adjustment is 
permitted in respect of liquidations in the 
middle period, 1948-1949, but replacements 
made during 1951 and 1952 could apply to 
involuntary liquidations in either the first or 
the last of the three periods 


periods in 


As interpreted 
by the regulations, Section 306 of the Reve- 
nue Act of 1951 provides that involuntary 
liquidations 1950-1951 should be 
treated as having occurred prior to unre 
placed 1941-1947 liquidations added 
to the existing provision that replacements 
were to be deemed to apply to the most 
recent liquidations, 


during 


This 


resulted in the replace- 
ments during 1952 being applied to liquida- 
tions in this order: 1948-1949, 1941-1947 and 
1950-1951. 
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The right of replacement of wartime in- 
voluntary liquidations expired in 1952 and 
needs to be revived. The present emergency 
prevented the replacement of many items. 
It is appropriate that replacements 
should be applied to 1941-1947 involuntary 
liquidations and then to liquidations of the 
current emergency period (1950-1953) with- 
out the necessity for assuming a replace- 
ment of liquidations in the 1948-1949 period. 
This is another reason for contending that 
any reduction in inventory quantities should 
be subject to an election of being considered 
“replaceable.” 


also 


Reflecting LIFO in Financial Statements 


The section of the Code, providing for 
the use of LIFO, is the only portion of the 
current federal law which re- 
fers to the manner in which the taxpayer 
computes income for financial statement 
purposes, One possible justification for the 
statutory requirement that no other method 
be used in inventorying the goods covered 
by the LIFO election for tax purposes “to 
ascertain the income, profit, or loss” for 
the purpose of reports or statements to 
shareholders or other owners, or for credit 
purposes, appears to be that taxpayers 
should not be permitted to elect to use 
an accounting method for purposes of com- 
puting income subject to tax which they 
are not willing to accept as clearly reflecting 
income for financial statement purposes. It 
should be observed, however, that the statu- 
tory requirement is quite limited and does 
not prescribe the manner of financial state- 
ment presentation. 


income tax 


References to financial statements are 
found only in subparagraphs (2) €B) and 
(5) (B) of Section 22 (d) and, in both in- 
stances, the wording is merely to the effect 
that: 


The taxpayer has used no procedure other 
than 


(a) To treat those goods remaining on 
hand at the the year as being: 
first, those included in the opening inven- 
tory of the taxable year (in the order of 
acquisition) to the extent thereof, and sec- 
ond, those acquired in the taxable year, and 


close of 


(b) For the year in which LIFO is first 
adopted, to treat those goods included in 
the opening inventory as having been ac- 
quired at the same time and determine their 
cost by the average cost method, 
in inventorying the goods to which the 
LIFO method is applied for tax purposes 
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“to ascertain the income, profit, or loss 
for the purpose of a report or state- 
ment covering such taxable year (i) to 


shareholders, partners, or other proprietors, 


) 
or to beneficiaries, or (ii) for credit pur- 


poses.” 


The regulations do not attempt to extend 
the scope of the statutory requirement and 
contain the statement that “the taxpayer’s 
use of market value in lieu of cost or his 
issuance of reports or credit statements 
covering a period of operations less than 
the whole of the taxable 
considered at variance 
ment.” 


year not being 
with this require- 
The reference in the regulations to 
the “use of market value in lieu of cost” is 
generally interpreted as meaning that any 
part of the inventory can be stated at its 
market value where such value is less than 
its LIFO inventory cost, and not that the 
only permitted exception is the use of 
market values for all inventories at both 
the beginning and the end of the year. Use 
of market values for all inventories in de- 
termining income for financial statement 
purposes is such a rarity in business, com- 
pared with the common practice of not 
stating inventories in excess of their market 
values, that it would be unreasonable to 
assume the provision was included in the 
regulations to cover only the restricted situa- 
tion. 

The following instances illustrate the posi- 
tions in which taxpayers have found 
themselves as a result of the uncertainty sur- 
rounding the financial statement requirements 
in the LIFO section of the Code: 

Some time ago the SEC insisted that 
the current replacement cost of LIFO in- 
ventories should be disclosed in a registra- 
tion statement. The registrant agreed to 
the disclosure provided the SEC would se- 
cure a ruling from the Treasury Department 
to the effect that the showing of current 
costs would not violate the Code and regu- 
lations and thus preclude the continued use 
of the LIFO method. The Treasury De- 
partment refused to issue such a ruling. Ac- 
cordingly, it was reasoned that taxpayers 
using the LIFO inventory method cannot 
afford their accounts or re- 
ports, by means of a parenthetical not: 
otherwise, the inventories computed on any 
basis other than LIFO. 

LIFO for tax 
le gal 
consolidated bal- 
ance sheet a fine print statement showing 
the valuation of inventories on a basis other 


(Continued on page 486) 
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Here Are the Tests 
Which Will Simplify 
Control Changes 


Tax-Free Reshuffling 
of Corporate Control 


( YASES—and there are but three—of the 
A segment of recapitalizations here under 
consideration, like most cases in the broad 
reorganization and recapitalization area, fall 
within the letter of the reorganization pro- 
vision of the Internal Revenue Code, Sec- 
tion 112 (b) (3). Similarly, this segment 
was subject to the Commissioner’s attempt 
to extend the Bazley doctrine. But these 
cases have emerged from the Tax Court as 
a successful triumvirate, one—Elmer W 
Hartzel*—pre-Bazley and two—Wolf En- 
velope Company and Marjorie N. Dean 
post-Bazley. important in that 
they accord judicial sanction to recapitali- 
zations which, for the purpose of reshuffling 
corporate control, disproportionately 


the same class.* 


The y are 


treat 
shareholders of 


The common purpose sought in these 
recapitalizations, is one which a tax ad- 
visor’s might wish to 


achieve in day-to-day practice. 


client legitimately 

Since the 
several factual elements of a given 
tion 


three 


situa- 
might vary materially from the only 
litigated cases, a detailed examination 


of these cases is necessary. \ treatise of 


generalizations and conclusions purporting 
to summarize the law, based on what the 
a few key eases, has 

rhe important thing 


courts h: 1 in 
ur nave Said in 


no place in this area 
Bazley v. { 9373, 
331 U. S. 737 (1947), by approving the require- 
ment laid down by the Tax Court, CCH Dec 
14,423, 4 TC 897 (1945), has given rise to the 
proposition that a legitimate corporate business 
purpose must exist for a plan to qualify as a 
recapitalization under the Internal Revenue 

Code 
2 Elmer W. 


492 (1939), acq 


Commissioner, 47-2 usr 


Hartzel, CCH Dec 
1939-2 CB 16. 


10,806, 40 BTA 


Reshuffling of Corporate Control 


| By PHILIP Z. LEIGHTON 


is what the courts have done in given fact 
situations. Thus, the approach here is 
premised on the view that an analysis is 
most meaningful if based on the 
elements or which the 
might 
article 


factual 
courts (and 
Commissioner ) look to or seek to 
apply. This sets forth such tests 
to afford practitioners a basis for appraising 
a proposed transaction. 


tests 


Hardware & Supply 


Company had 13 
stockholders owning the 


10,000 shares of 
common stock which was the entire capital- 
ization of the company. Of these 13, the 
seven younger stockholders, having 2,450 
shares, were actively engaged in the man- 
agement of the business—one as manager, 
one as secretary and each of the other five 
as department heads. The six older stock 
holders, including the president and treas- 
urer, were 60 to 70 years old and all had 
children not identified with 
the company. 


The younger stockholders were appre- 
hensive that some of the older stockholders 
might die under circumstances which would 
cause the voting control to pass into the 
hands of people not versed in the business 
—probably the children. 
that if 


the affairs of 


They also feared 


control they would be 


SO passed 


Wolf Envelope Company, CCH Dec. 18,544, 
17 TC 471 (1951), nonacq. 1952-5-13767, Com- 
missioner’s app. dis., 197 F. (2d) 864 (1952); 
Marjorie N. Dean, CCH Dec. 16,206, 10 TC 19 
(1948). 

‘The method utilized in the Wolf Envelope 
case, though indirect, is considered within this 
category. 





The author, an attorney and CPA, is affiliated 
with the law firm of Dykema, Jones & Wheat, De- 


troit. 


He also teaches a tax class in the grad- 


vate division of Wayne University Law School. 


displace d 


minority 


This prospect of only small 
blocks of stock to show for many 
disturbing. Accord- 


older stockholders 


As a solution, they 


years of service Was 


ingly, the younger and 
discussed the situation 
reached agreement upon a plan of recapital 
olde 


all of a new 
upon 


would 
pre- 
com- 


ization whereby the group 
emerge owning 
ferred stock 
mon stock The younger group would own 
all of the new issue of common stock and 


none of the preferred stock 


issue ol 


surrender of their 


Che recapitalization effected on the 
basis of 1 17/100 shares of preferred and 
49/100 share of 
each old 


was 


exchange for 
rather than 
rata to all stock- 
holders with a subsequent exchange among 


common in 
share But 


stock pro 


common 
issuing this 
themselves, by resolution it was provided 
that of all 
the common to the younger group and all 


direct issue by the corporation 
the preferred to the older group would be 
deemed full compliance with the terms of 
the plan of reorganization 
of the reshuffling of 
corporate capital so as to effect a change in 
corporate control The distribution of the 
new issues was not made pro rata in pro- 
Hard- 


This is the case 


Thus, the gist 


arrangement was a 


shareholding in 
ware & Supply Company 
of Elmer VW’. Hartze! 


portion to tormer 


Such is the factual pattern under exami- 
nation, The basic tax operative facts hewed 
the same general lines in the Marjorie N 
Dean Wolf Envelope Company cases 
In the Dean case, it was noted further that 
the recapitalization would make the stock 
more attractive to investors after the danger 
of control falling to inexperienced women 
removed. The more important dis- 
similarities in the Wolf Envelope case are 
(1) that debentures were also issued in the 


and 


was 


‘The term ‘“‘recapitalization’’ denotes the re- 
arrangement of the capital structure of but a 
single corporation 
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recapitalization (some for previously 
some in exchange 


yr 1 
to effect the 


debentures and 
and (2) that 
in control, it was not 


standing 
for stock), 
necessary to treat 
differently within their class the security 
holders of the l 
class A holders 
class B holders were treated the same and 
all debenture holders were treated the same. 


several classes—that is, al 


were treated the same, all 


This latter was possible because the active 


whom more control was 
had acquired substantial blocks of 
class B in consideration for “excess profits” 


attributable to their efforts. 


management in 
vested 


In all three cases the contra theories of 
he taxpayers and the 
grounded in the 


The taxpayer 


7 


Commissioner 
Internal Revenue Codes 
contended that Section 112 
(b) (3) provided for the exchange of stock 
for “stock or securities” 


were 


in a reorganization 
under Section 112 (g) (1) (D). Pre-Bazley 

the Hartzel case—the Commissioner coun 
tered with the contention that such a dis 
Section 112 (a) taxable 
Post-Bazley, the Commissioner 
in the Dean case contended that a distribu 
tion of preferred was in effect a distribu- 
tion of the surplus taxable as capital gains 
whereas in the Wolf Envelope case he con- 
tended that the 


tribution was a 


exchange. 


distributions were 
tially equivalent to dividends under Section 
115 (gz). The alternative theories of Sections 
112 (c) and 115 (c) are suggested. 


essen 


But case law plays a heavy role in deter 


mining the tax status of reorganizations (in 
cluding with 
the four corners of the statute is ‘not enough 
Under three each of 
which was present a prime motive to dis- 
proportionately reshuffle corporate control 
And although the 


time, the 


recapitalizations);° squaring 


review are cases in 


of a solvent corporation. 


taxpayer prevailed each courts 
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were called upon to look beyond this prime 
motive in testing the theories of the tax- 
payers and of the Commissioner, they drew 
upon case precedent from the broad field of 
reorganizations in passing upon the factual 
elements of these reshuffling recapitalizations 


The field has seen the Commis 
sioner playing the role of an adroit utility 
infielder. In 1939 in L & E Stirn, In 
his position was that an exchange of bonds 
for outstanding preferred stock was a non- 
taxable recapitalization, if coupled with a 
sufficient business purpose. In 1942, in 
Schoo,’ he argued that an ex 
change of 7 per cent preferred stock for 
25-year 5 per cent debentures was not a 
recapitalization, since the bonds were not 
equity 


broad 


Clarence J 


securities providing the continuity 
of interest required by Le Tulle v. Scofield*® 
When Annis Furs, Inc.,° was litigated in 
1943, he took the position that the distribu 
tion was essentially equivalent to a dividend 
under Section 115 (g). 
fielding 


The Commissioner’s 
good. But new 
form of the Bagley case, 


average was not 
hope came in the 
and Basley has been the 
main weapon in the 
sideration, 


Commissioner’s 
segment under con- 

The elements looked to are important to 
the tax counsel, planning such a reshuffling 
tests, though 
basic to reorganizations generally, do not 
obtain here 


recapitalization. Some of the 
Others are tests against which 
a proposed plan must stand. To aid such an 
appraisal, thé Hartzel, Wolf Envelope and 
Dean cases have been analyzed in the light of 
the following captioned tests 


Business Purpose 
The 
leges a lack of 


Commissioner’s gambit al- 
business purpose. The au 
thority is, of course, Bazley v. Commissioner.” 
Thus, in the Hartzel case, which was pre- 
Bazsley, the question was not raised. And in 
1948 when the Tax considered the 
Dean Commissioner contended that 
the authority controlling was not Hartzel, 
but Bazley, Adams and Heady." The last is 
that it the distinction 
between a shareholder purpose as contrasted 


opening 


Court 


case, the 


of interest in raised 


*CCH Dec. 10,566, 39 BTA 143 (1939), rev'd 
39-2 usrc 7 9741, 107 F. (2d) 390 (CCA-2). 

7CCH Dec. 12,802, 47 BTA 459 (1942), nonacq 
1942-2 CB 31, Commissioner's app. dis., March 
29, 1943 (CCA-1). 

8 40-1 ustc J 9150, 308 U.S. 415 

® CCH Dec. 13,605, 2 TC 1096 (1943), acq. 1944 
CB 2 

” Cited at footnote 1. The companion case, 
of the same citation, is Adams v. Commissioner 
Cf. Gregory v. Helvering, 35-1 ustc { 9043, 293 
U.S. 465. 


Reshuffling of Corporate Control 


paper 


to a corporate business purpose.” But in 
the Dean case, germane to the business purpose 
test, the court noted the purpose of shifting 
control (so a proportionate issue in the 
nature of a dividend would be of no avail) 
to allow the corporation to retain and attract 
executive talent. And again in 1951 when 
the Commissioner urged the Adams and 
Basley precedents upon the Tax Court hear- 
ing the Wolf Envelope case, he was unsuc- 
cessful. Such precedents were rejected because 
the Wolf Envelope corporation was not the 
alter ego of the individuals and there were 
purposes which could not have been carried 
out by an outright dividend of debentures. 
Citing the Dean and Hartzel cases, the court 
said: “It is a sufficient and valid purpose 
if the exchange shift in voting 
rights as between one group of shareholders 
and another.” ’ 


effects a 


Continuity of Interest 


Pinellas Ice & 
Commissioner ™* 


Cold Storage Company v 
established the requirement 
that holders of equity shares in a corpora- 
tion must from a reorganization 
with securities more closely associated with 
the affairs of the 


emerge 
new corporation than 
The Le 
the requirement to the 
extent of decreeing that continuity of in- 
terest requires that a former holder of 
must emerge from the 
reorganization as the holder of equity, as 
opposed to creditor, securities. This con- 
tinuity of interest test is one by which the 
Commissioner has 
muddy the 


short-term purchase money notes. 
Tulle case refined 


equity securities 


sought on occasions to 
waters of recapitalizations, 

In the Hartzel case, it was alleged that 
there was an interruption of continuity of 
interest. The court’s answer was that both 
common and preferred shareholders acquired, 
through new stock, a definite, substantial 
and continuing interest in the reorganized 
company. The point was not again raised 
in either the Dean or Wolf Envelope cases. 
Sut it should be noted that in all 
cases the precapitalization equity holders 
did not emerge with short-term creditor 
Thus the cases did not afford a true 


three 


1 Adams v. Commissioner, see 
Heady v. Commissioner, 47-1 ust« 
F.. (2d) 699 (CCA-7). 

12 See Montgomery, Federal Taxes, Corpora- 
tions and Partnerships (1952), Vol. 1, pp. 311 
and following and cases cited therein. That 
author indicates that ‘‘corporate’’ purpose may 
be a discarded doctrine. 

1317 TC 471, at p. 483. 

443 ustc § 1023, 287 U. S. 462 (1933). 


footnote 10; 
§ 9295, 162 





sounding board for the application of this 
test. Some writers, however, conclude that 
the continuity of interest test is not appli- 
cable (at least by the Tax Court) to recapi- 


talizations, but only to reorganizations.” 


Securities 


Section 112 (b) (3), providing for tax-free 
reorganizations (including the type of re- 
capitalization here under consideration), 
specifies exchanges of “stock or securities” 
solely for “stock or securities.” Courts have 
labored the point as to whether the obli- 
gations in given cases are or are not securi- 
ties within the contemplation of the statute. 
Among the bundle of characteristics which 
would place a given obligation closer to or 
farther from accepted concepts of equity 
securities, redemption provisions (of which 
more later) are of considerable importance.’ 


The received in 
Hartzel case was not a litigious issue. 


type of securities the 
The 
new preferred stock did not carry unusual 
privileges: $100 par 7 per cent cumulative 
preferred; redeemable at the rate of 2 per 
cent per year for five years at $110 and 
thereafter at the rate of 3 per cent per year; 
acquired equal vote on dividend default or 
failure to earn dividends for two years. 
Similarly, in the Dean case, the only issue, 
other than common, bore standard preferred 
privileges: no par 5 per cent preferred with 
an allocation of $40 to stated capital and 
$60 to paid in surplus; redeemable at $100 
but no provisions for redemption; acquired 
vote if dividend passed for one year. 


In the Wolfe Envelope recapitalization, three 
types of securities exchanges were made 
with the result that there were outstanding 
shares of par common and $400,000 of new 
debentures. $258,125 of new debentures 
were issued to former holders of the no par 
voting A stock, $175 of debentures for each 
share. Another $104,500 was issued dollar 
for dollar for old debentures. The new 
debentures were 5 per cent coupons, due in 
20 years and redeemable 2 to 5 per cent 
per year by lot but redeemable in ten years 
upon payment of a premium. This ten-year 
redemption provision the only 


was sub- 


stantial difference 
debentures 


old and new 
With only the two exchanges 
involving the issuance of the new debentures 
issue, the court accepted that the 20-year 
per cent debentures were “securities.” 
Neustadt’s Trust™ is cited as authority that 
a “recapitalization” can apply to an exchange 
involving debentures. And L & E Stirn, Inc.,” 
is cited following the conclusion that re- 
demption provisions do not require treatment 
as other than “securities.” 


between the 


a+ 

al 

3) 
ar 


Pro Rata Distribution 

In the Hartzel case, the Commissioner con- 
ceded that the recapitalization would have 
been proper if the new securities had been 
distributed pro rata. But the very essence 
of the recapitalizations under consideration 
is a non pro rata distribution, and the Com- 
missioner has since departed from the view 
advanced in Hartzel.” 

Now, the Commissioner, in seeking to tax 
the distribution of new securities in a re- 
capitalization, would probably allege ordi- 
nary dividend treatment on the ground that 
the distribution is essentially equivalent to a 
dividend and taxable under Section 115 (g). 
But the Commissioner found his three cited 
cases distinguished away in the Dean de- 
cision. Contrary to the Adams, Bazley and 
Heady cases, the Dean situation was one in 
which the new securities (preferred shares) 
were not distributed in proportion to com- 
mon but in exchange therefor. And with 
the prime purpose of shifting control, a 
proportionate issue would have been of no 
avail. Resultingly, the distribution did not 
lend itself readily to characterization as a 
dividend. In the Wolf case, the court noted 
that the business purpose could not be 
“carried out by an outright dividend of 
debentures.” But it is to be noted that the 
distributions in the Wolf Envelope case 
treated similarly all holders of the same 
class of securities and were accordingly 
pro rata. 


Marketability and Redemption 


The Commissioner alternatively contended 
in the Wolf Envelope case that Section 112 (c) 
controlled. The theory being that the dis- 





1% See Montgomery, work cited at footnote 12, 
at p. 305, citing Arthur J. Hooks, CCH Dec. 
14,111(M), 3 TCM 899 (1944): Mertens, Law of 
Federal Income Taxation, Sec. 20.78, fn. 1a, 
citing Penfield v. Davis, 52-1 usrc {§ 9320, 105 F. 
Supp. 292 (DC Ala.). 

1% The determination of qualification as equity 
securities is also necessary under any continuity 
of interest test. 

17CCH Dec. 11,696, 


47-2 ustrc { 9751, 
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43 BTA 848 
131 F. (2d) 528 


(1941), 
(CCA-2). 


aff'd 
The 


June, 


1733 6 8 


Commissioner 
1951-1 CB 2 

18 Cited at footnote 6. Judge Augustus Hand’s 
opinion in the Circuit Court of Appeals sees the 
term or redemption period, not the secured 
or unsecured nature, as the test by which to 
define ‘‘securities.’’ 

” Although acquiescence in the Hartzel case 
has not been withdrawn, the line of attack has 
shifted. 


belatedly acquiesced in 1951, 
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tribution of debentures, being redeemable, 
was in the nature of money or other prop- 
erty. The Basley 


that the debentures were 


court in the case noted 
“virtually cash” 
because callable by a corporation controlled 
by those holding 
court would not 


debentures not 


the debentures. But the 

apply such a theory to 
callable within ten years 
except in small amounts and by lot.” And, 
although the point was not considered in 
the Hartzel or Dean cases, the recent opinion 
in Daisy Seide™ is of interest. There the 
court, in holding Bazley not controlling, de- 
tailed the considerations which led them to 
the conclusion that the debentures were not 
ré adily marketable. 


Montgomery™ cites a Special Ruling ™ 


in which the Commissioner approved the 
recapitalization but reserved opinion as to 
subsequent sale or redemption of the newly 
distributed securities. 
Section 112 (b) (11), the new “spin off” 
should be noted. Although a 
might qualify as tax free, there 
are limitations where the method involves 
a corporation which will not actively con- 
tinue where the corporation 
whose stock is distributed is principally a 


device for 


By way of analogy, 


provision, 
“spin off” 


business or 


distributing earnings. 


Security Holders 


In the Wolf Envelope case, the Commis- 
sioner sought to contest the alleged business 
purpose by contending that those of the 
group who were to be benefited 


younger 
and spurred on by the recapitalization were 
no longer young and had themselves attained 
management, The 
court rejected this argument, which was not 
supported by the evidence. In the Dean 
that two new managers 
were employed on terms providing for stock 
inducements; made arrange- 
ments for stock, and the board of directors 


the status of absentee 


case, it was noted 


one tentative 


had authorized issuance of the new common 
stock to employees before the Commissioner 
appeared on the scene. Thus, it would seem 
to follow that putting into operation the re- 
would enhance the 


capitalization purpose 


taxpayer's case—that 


is, controlling stock 


should be held by the active management.” 


’ By their very nature, the recapitalizations 
under consideration would not involve corpora- 
tions susceptible to the alter ego attack raised 
in the Bazley case. 

77CCH Dec. 19,026, 18 TC —, No. 60 (1952). 

* Montgomery, work cited at footnote 12, at 
p. 304. 

23 December 29, 1947. 

*% Family relationship of 
should also be considered. 


security holders 
Conceivably a re- 


Reshuffling of Corporate Control 


Dividend History 


The Commissioner’s theory of a distri- 
bution in the nature of a 
Section 115 (g) 


dividend under 
loses force when the cor- 
poration can demonstrate a liberal dividend 
policy for the years prior to recapitalization. 
On this score the Hartzel opinion is silent. 
But in the Dean case, the dividends for the 
five years prior to the adoption of the plan 
of recapitalization aggregated more than the 
net profits for that period. In the Wolf 
Envelope case, for the period from 1913 
through 1947, the payments were equivalent 
to 70 per cent of the corporation’s net prof- 
its. A dividend of $14.50 per share had been 
paid on the junior common stock for sev- 
eral years before the questioned recapital- 
ization. 


Surplus Status 


The surplus prior to recapitali- 
zation was $362,000 in the Wolf Envelope 
case. This is to be contrasted with an issue 
of $400,000 in debentures. In the Dean case, 
the Commissioner made the argument that 
the plan, in effect, channeled surplus to pre- 
ferred shareholders. A “wash” entry in the 
surplus account was seized upon to advance 
that $169,000 was set aside 
This amount was debited to 
surplus as a “Premium on common stock 
surrendered in exchange for preferred stock 
based on value as determined by directors”; 
the same amount then restored by a 
credit to surplus for “Excess of consideration 
stated value of preferred stock as de- 
termined by Board of 
exchange for common 


earned 


the contention 


in surplus. 


Was 


over! 
Directors, issued in 
stock.” The court, 
citing the Bazley case and acknowledging con- 
fusion as to the entry and the tenuous 
contention, noted that bookkeeping entries 
could not affect rights of the 
security holders.” But even more, these cases 
support a conclusion that surplus is a sec- 
ondary consideration; the amount thereof 


substantive 


should tend, however, to add or detract from 
the Commissioner’s Section 115 (g) argument 


Such are the tests brought to light before 
the Tax Court in the Hartzel, Dean and 


(Continued on page 481) 


capitalization might be questioned if not an 
arm's-length transaction 

* But see Bass v. Commissioner, 42-2 usr 
§ 9553, 129 F. (2d) 300 (CCA-1), rev’'g CCH Dec 
12,224, 45 BTA 1117 (1941) Recognizing that 
the capitalization of surplus may have conse- 
quences beyond a mere bookkeeping entry, the 
decision appears to be based on the fact that 
none of the corporate surplus was capitalized. 
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Even Recent Litigation 
Has Not Resolved All the 


Tax Problems 


The Present Tax Status of Stock 


| URING THE PAST YEAR the taxable 

status of stock dividends under the 
federal income tax once again has attracted 
the attention of the legal profession. The 
so-called “proportionate interest” doctrine 
has been reaffirmed. Understanding of the 
factors which are to be determinative of a 
change in proportionate 
come clearer, but not altogether clear 
brief article will be devoted to 
the law relative to the 


has be- 
This 
restating 
taxation of stock 
dividends as concisely and precisely as pos 
The 


integrated 


interest 


sible. new 
with the earlier ones so as to 


demonstrate the pattern that has developed.’ 


stock dividend cases are 


The test of taxability, a change in “pro- 
portionate interest,” may be traced to Towne 
v. Eisner? as dictum and to Eisner v. Macom- 
ber* as law. In Eisner v. Macomber, it was 
held that a stock dividend of common stock 
on common stock did not constitute “income” 
within the meaning of the Sixteenth Amend- 
ment and, therefore, any attempt to tax 
it as such was violative of the 
tution.* The Court stated that a bona fide 
stock dividend which did not change the 
proportional interest of the recipient in the 
corporation, did not sever anything from 
the corporate assets for the separate us« 
of the recipient and which did not in- 


Consti- 





‘No attempt has been made to develop the 
economic, administrative or business arguments 
for or against taxing stock dividends. So, too, 
the closely allied questions involving recapi- 
talizations and reorganizations have been left 
aside. The more serious question of postpone- 
ment in general also is outside the scope of this 
paper 

21 ustc 914, 245 U. S. 418, at p. 426 (1918) 
Justice Holmes, speaking for the Court, held 
that a true stock dividend was not taxable. 
It was said, at first quoting from Gibbons v 
Mahon, 136 U. S. S49, at p. 559 (1890) (where it 
was held that as between a life tenant and 
remainderman a stock dividend did not consti- 
tute income), ‘‘A stock dividend really takes 
nothing from the property of the corporation, 
and adds nothing to the interests of the share- 
holders. Its property is not diminished and 
their interests are not increased The 
proportional interest of each shareholder re 
mains the same. The only change is in the 
evidence which represents that interest, the 
new shares and the original shares together 
representing the same proportional interest that 
the original shares represented before the issue 
of the new ones In short, the corpora- 
tion is no poorer and the stockholder is no 
richer than they were before What has 
happened is that the plaintiff's old certificates 
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have been split up in effect and have dimin- 
ished in value to the extent of the value of the 
new."’ This case was under the Revenue Act 
of 1913, which, it has been held, did not tax 
stock dividends as income. 

31 ustc { 32, 252 U. S. 189 (1920) 

*Two cases in particular provide the legal 
background for the decision in Hisner v. Ma 
comber. Two years before, in Towne v. Eisner, 
cited at footnote 2, the Court held by way of 
dictum that a true stock dividend was not tax- 
able. See footnote 1, above. The Court relied 
on Gibbons v. Mahon, cited at footnote 2, where 
it was decided that, as between a life tenant 
and remainderman, a stock dividend did not 
constitute income. Justice Brandeis, in his dis- 
senting opinion in Hisner v. Macomber, indi- 
cated that this analogy was probably ill chosen 
The problem in life tenant-remainderman cases 
is to develop a rule of conduct, most closely 
according with the settlor’s intent, to guide the 
trustee when the settlor has indicated no choice 
in the distribution of such accretions. A testa- 
tor well may intend that items such as stock 
dividends, though concededly ‘‘income,’’ should 
nevertheless go to corpus in order to safeguard 
the voting rights attaching to the stock forming 
the corpus. See Magill, Taxable Income (rev. 
ed., 1945), at pp. 29-37, for a detailed discussion 
of the legal background to Eisner v. Macomber. 
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Dividends 


By BURTON W. KANTER 


Member of the Illinois Bar; 
Teaching Fellow, School of Law, 
Indiana University 


volve a “realization,” 


tionally taxable.* 


was not constitu- 


The Treasury, interpreting this decision 
to mean that no stock dividends were tax- 
able, considered the Revenue Act of 1921 ° 
to have provided that no stock dividend was 
subject to tax.’ It was not until 1936, 


>The concepts of “‘realization’’ and ‘“‘sever- 
ance from the corporate assets’’ have been so 
modified in meaning from the meaning common 
understanding might attribute to them that, in 
effect, they are thought to be present in the 
case of a stock dividend only when there is a 
change in the proportionate interest of the 
stockholders The only significant test of tax- 
ability for stock dividends then is whether or 
not there has been a change in the proportion- 
ate interest of the stockholders in the corpora- 
tion. For a detailed analysis of this point, see 
Rottschaefer, ‘‘Present Taxable Status of Stock 
Dividends in Federal Law,’’ 28 Minnesota Law 
Review 106, at pp. 111-126 (1943). 

The requirement that there be a ‘“‘severance”’ 
may have received a regal judicial burial. See 
Helvering Vv. Bruun, 40-1 ustc § 9337, 309 U. S. 
461, at p. 469, where Mr. Justice Roberts, in 
delivering the opinion of the Court, stated: 
“It is not necessary to recognition of taxable 
gain that he should be able to sever the im- 
provement begetting the gain from his original 
capital.'’ See Surrey, ‘‘The Supreme Court and 
the Federal Income Tax: Some Implications of 
the Recent Decisions,’’ 35 Illinois Law Review 
779, at pv. 784 (1941). for comment on the full 
implication of this statement 

* Revenue Act of 1921, Secs. 201(d), 42 Stat 
228 (1921). ‘‘A stock dividend shall not be sub- 
ject to tax.’’ This provision remained in the 
various revenue acts from 1921 to 1936. 

7 Art. 115-8, Treas. Reg. 86 (1934). 

8 36-1 ustc 1 9294, 298 U. S. 441 (1936) 

® Case cited at footnote 8, at p. 446. Substan- 
tial reliance was placed on the so-called Reor- 
ganization Cases: Marr v. U. 8., 1 wste § 137, 
268 U. S. 536 (1925); Cullinan v. Walker, 1 ust« 
{ 77, 262 U. S. 134 (1923); Rockefeller v. U. 8., 
1 ustc { 55, 257 U: S. 156 (1921). In these cases 


Stock Dividends 





following the Supreme Court decision in 
Koshland v. Helvering;* that Congress again 
attempted to tax stock dividends. In the 
Koshland case, common stock was paid as 
a dividend on preferred stock, both classes 
of stock having been previously outstanding. 
Upon redemption of the preferred stock, 
the Commissioner tried to allocate to the 
dividend common stock a_ proportionate 
amount of the preferred stocks’ basis. It 
was held that, while a stock dividend 
was not taxable under the Revenue Act, 
it was nonetheless constitutionally taxable if 
it gave “ the stockholder an interest 
different from that which his former stock 
holdings represented ee te ee 
Congress taxed stock dividends to the ex- 
tent that they were constitutionally taxable.” 


The first direct attack on Eisner v. Ma- 
comber under the new revenue act provisions 
came in Helvering v. Griffiths™ The facts of 
both cases were identical and involved the 
declaration of a stock dividend of common 
on common where there was only one class 
of stock previously outstanding. The ma- 
jority of the Court refused to reopen the 
question of Macomber on the 
ground that the constitutional issue could 
not be considered had 


there was a change of corporate identity and 
after distribution the shareholders had some- 
thing other than the same proportional interest 
or character; for this reason the Court declared 
that the stock distributions could be taxed as 
income. See also, Rottschaefer, article cited at 
footnote 5, at p. 114 

It is not clear from this language whether the 
Court intended to embrace the ‘proportionate 
interest’’ or the ‘‘different interest’’ test of 
taxability, or whether it considcred a taxable 
dividend to be simply a dividend in a different 
kind of stock than that on which the dividend 
was declared. In general, under the ‘‘different 
interest’’ test, if the new shares provide for 
any difference in rights or preferences, the divi- 
dend is said to be taxable. The ambiguity was 
more or less resolved in Helvering v. Sprouse, 
43-1 ustc J 9363, 318 U. S. 604, in which case the 
‘proportional interest’’ doctrine was adopted. 
Cf. text at p. 3 

%” Revenue Act of 


Eisner v. 


unless Congress 


1936, Sec. 115(f)(1), 49 
Stat. 1688 (1936). This section is included in 
the Internal Revenue Code of 1951 and reads: 
“A distribution made by a corporation to its 
shareholders in its stock or in rights to acquire 
its stock shall not be treated as a dividend to 
the extent that it does not constitute income to 
the shareholder within the meaning of the 
Sixteenth Amendment to the Constitution.’’ 
Code Sec. 115(f)(1) 

It is interesting to note the double negative 
form of the expression 

In 1937, in Helvering v. Gowran, 37-2 vustc 
{ 9571, 302 U. S. 238, a dividend paid in pre- 
ferred stock on common stock, where both 


classes were previously outstanding, was held 
to be taxable. 


1 43-1 ustc § 9319, 318 U. S. 371 





made an attempt to tax the kind of stock 
dividend issued in the Griffiths case.” Con- 
gress did not attempt to do so under the 
act of 1936 since it was the intent of 
Congress to leave undisturbed Eisner v. 
Macomber and to tax those stock 
which changed the recipients’ 
proportionate interest in the corporation.” It 
has been generally felt that Helvering v 
Griffiths almost tolled the knell for 
Eisner v. Macomber. The decision was five 
The dissents were strong. The 
indicated that it felt Eisner v. 
Macomber had been decided wrong in the 
first instance * and that, if Congress were 
so inclined to attempt to tax the Eisner v 
Macomber type of stock dividend, the Court 
might consider 


only 
dividends 


death 


to three. 
majority 


the question once again. 


Sprouse and Strassburger Cases 


In this same year, the Court dealt with 
the companion cases of Helvering v. Sprouse ™ 
and Strassburger v. Commissioner“ 
did but little to clarify the taxable 
of the stock dividend. In the 
there were two 
stock, voting nonvoting common. A 
nonvoting common stock dividend was paid 
to the holders of both classes of stock. The 
taxpayer owned only voting common. In 
the Strassburger case, the taxpayer was the 
sole owner of all the stock of a company 
which had outstanding only common stock. 
A new issue of preferred stock was declared 
as a dividend on the common stock. The 
Commissioner assessed the taxpayer for a 
hoth Court held 
that the parties received no taxable income. 


which 
Status 
5 prouse case, 
outstanding classes of 


and 


deficiency. In cases, the 


2 This technique poses a serious jurispruden- 
tial question 

% Arguably, Helvering v. 
limited to the Hisner v. Macomber situation, 
since Mr. Justice Jackson dissented in Helvering 
v. Sprouse, cited at footnote 9. See footnote 17. 

4 Lowndes, ‘“The Taxation of Stock Dividends 
and Stock Rights,”’ 96 University of Pennsyl- 
vania Law Review 147, at p. 148 (1947) 

% Cited at footnote 9 

% Case cited at footnote 9 

“If Helvering v. Griffiths was strictly limited 
to the Hisner v. Macomber situation (see foot 
note 13), the Sprouse and Strassburger 
really went beyond Griffiths and 
proportionate interest test 

%It was not at all clear 
could have been generalized 
lows: That when there is 
stock outstanding a dividend of like stock is 
not constitutionally taxable In the Strass- 
burger case which comes closest to this propo- 
sition there was distributed on previously 
outstanding common stock a preferred stock 
dividend. This was not considered taxable. Yet 
it is apparent that the owner of the common has 
in a significant way changed his relationship 
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cases 
applied the 


that this situation 


and stated as fol 
only one class of 
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Helvering v. Griffiths was considered to be 
controlling on the ground that there was 
no change in the proportionate interest ot 
the taxpayer in either case.” 


The Sprouse and Strassburger cases did not 
make it altogether clear whether a stock 
dividend could be taxed only when there 
was an alteration in the proportionate in 
terest of the shareholders in the net assets 
of the corporation, or when any change 
was effected in the relationship between 
the various groups of shareholders with 
respect to their voting rights or their rights 
to future income. 


The the test of a change in 
proportional interest is at best elusive in 
principle, and complex and ambiguous in 
application. 


nature of 


It is necessary to examine 
the factors which are determinative of a 
change in proportional interest. It may 
be taken as settled that a 
dividend of ordinary common on ordinary 
common where 


having been 
only the one class of stock 
from taxation.’ 
can be 

the following rights 
may render in reality a change in the share- 
holder’s the and 
(1) voting rights; (2) 
dividend rights and priorities; (3) liquida 
tion rights and priorities. To what extent, 
and in what way, they are to be accounted 


for is not 


is Outstanding is exempt 
seyond this, little 
certain. Changes in 


considered as 


relation to corporation 


other shareholders: 


clear. 


Wiegand Situation 


Recently two courts of appeal have dealt 


directly with the problem of taxing a stock 


to the corporation from that of a holder of 
only equity stock However, in Strassburger, 
only one individual owned all of the stock 
Suppose a case where there is outstanding only 
one class of stock, a form of preferred with 
rights to cumulative dividends of a _ limited 
amount out of earnings and profits. A declara- 
tion of a like dividend in a case where there 
is more than one shareholder may or may not 
be taxable since the relationship of the stock- 
holder as an individual to the corporation has 
changed. Whereas, before he was only entitled 
to a limited dividend and no more, his increase 
in stock holdings now entitles him to a larger 
money amount of dividends. However, the 
relation of the class of stockholders to the cor- 
poration has not changed proportionately. If 
Strassburger means that the change in propor- 
tional interest must be as between classes of 
stockholders then this would probably be non- 
taxable But, if it considers the individual's 
relationship to the corporation, then this may 
be taxable. For a complete discussion of this 
point in the light of Wiegand v. Commissioner, 
52-1 ustc § 9199, 194 F. (2d) 479 (CA-3), see 
text at pp. 421-422 
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dividend.” Both 
stock 
which 
stock 


involved the 
dividends issued by a _ corporation 
had outstanding two classes of 
Class A voting common stock, with 
priority to an annual cumulative dividend 
dollars per with a further 
to participate equally with the Class 
B stock in any dividends declared after a 
two dollar dividend was paid the Class B 
stock, and a liquidating preference of one 
hundred dollars per share plus arrearages 
and accrued dividends; and Class B non- 
voting common with a second preference to 
dividends of two dollars, with a right to 
share equally with the Class A stock in all 
dividends thereafter declared and a second 
liquidating preference of five dollars per 
After the satisfaction of these liqui- 
dating preferences, both the Class A and 
Class B stocks were to share, proportion- 
ately in the 
The 
} 


distribution, 


cases same 


Oot Six share, 


right 


share 


assets upon liquidation. 


company had outstanding, prior to 
4,000 Class A an 1 
24,000 shares of Class B, a ratio of one to 


six. A 


of the same 
} 


share Ss oT 


one half a share 


stock 


stock dividend of 
was declared 
on each outstanding share of Class A 
Class B_ stock, making the outstanding 
shares of Class A, 6,000, and of Class B, 
36,000, a ratio of one to six. 


class of 


and 


Some of the stockholders owned shares 
of both kinds of stock, some in equal per- 
different percentages. 
Other stockholders owned only one kind 
either Class A or B. The 
held the dividends taxable in 


0 


centage, others in 


ot stock, 


Tax 
Court every 
instance.” The Commissioner was upheld 
change in future 
ultimate liquidation 
rights constituted a change in the shareholder’s 


contention that any 
dividend, 


in the 


voting and 


proportionate interest in the corporation 


The dividend did 
rights since all 


fore the 


not alter the 
entitled to 
retained same 
However, be fore the 
holders can 


voting 
vote be- 


their 


those 
dividend still 
relative voting power 

Class B any 
dividends now there must have been a pay- 
ment of $36,000 to the Class A stock hold- 
ers, whereas before the dividend the 
required payment was $24,000. With respect 
to participation in liquidation, the Class B 
hold have to wait until the Class A 
hold been paid $600,000 (plus ar- 


stock receive 


stock 


ers now 


rs nave 


” Tourtelot v. Commissioner, 51-1 ust« 
189 F. (2d) 167 (CA-7) and Wiegand 
missioner, cited at footnote 16. 

The Tourtelot case may be considered 
tively unimportant for our purposes since it 
involved a taxpayer who owned equal per- 
centages of both Class A and Class B stock and 
was decided on the basis of these peculiar facts. 


Stock Dividends 


rela- 


7 9319, 
v. Com- 


rearages and accrued dividends), whereas 
before the stock dividend the prior payment 
to the Class A holders was $400,000 (plus 
arrearages and accrued dividends). Clearly 
the stock dividend had the effect of post- 
poning the dividend and liquidation rights 
of the Class B holders in favor of the Class 
A holders in the first instance. The par- 
ticipating privileges in dividends and liqui- 
dation of Class A over and above the 
preference dividend and liquidation rights 
of Class A and B stock were postponed: 
(1) in dividends from $48,000 to $72,000; 
and (2) in liquidation from $120,000 to 
$180,000 in favor of the Class B stock. 

The court of appeals, in reversing the 
Tax Court and holding the dividends to be 
nontaxable under the proportional interest 
doctrine, said that: 


These were practical, money-wise changes 
as distinguished from alterations of rights. 
No changes whatsoever were effected in the 
strict legal rights of stockholders either 
vis-a-vis each other or the corporation. 

In a footnote, the court added: 


“It can be argued: Is it not true that each 
old A shareholder received by the distribu- 
tion the legal right to 
preference to the B, and does not each new 
A certificate represent such a strict legal 
right which affects a strict legal right of 
the B? It is true following the dis- 
tribution that the B cannot receive 
its dividend until what now is more of the 
\ stock has received its dividends. But 
the legal rights of the A and B have not 
been changed or affected. . . . the B stock, 
after the distribution, will eat lower down 
on the hog, but the hog has grown. The 
cuts, the proportional interests, of the A 


and the B remain the same.” 


strict dividends in 


stock 


It would seem that the Wiegand decision 
has strengthened the Sprouse and Strassbur- 
ger cases.” It would now appear that a non- 
taxable stock dividend will occur when a 
stock dividend in like stock, in the same 
amount per share, is declared on each class 
of stock where one or more classes of stock 
have been outstanding, even if this stock 
dividend effects a 


tionship of the 


the rela- 
stockholder or 
ckholders to the corporation or 
another in any of the 


real change in 
individual 
class of st 


one one or more 


~ Edwin L. Wiegand, CCH Dec. 17,462, 14 
TC 136 (1950). 

“Of course it 
Wiegand is the decision 
court and that the 
opposite view 


must be remembered that 
of only one circuit 


Tax Court has taken the 





following respects: (1) voting rights; (2) 
dividend rights and priorities; (3) liquida- 
tion rights and priorities. A stock dividend 
is not taxable if the classes of stock before 
and after the dividend remain in the same 
ratio and the relative positions of the hold- 
ers of the classes of stock remain qualita- 
tively the same with respect to preference 
and priority, even if there is a quantitative 
“money-wise” change in these positions.” 


This principle embraces easily the Eisner 
v. Macomber and Helvering v. Griffiths situa- 
tion where the declaration of a stock divi- 
dend was of common on common, only 
common having been previously outstand- 
ing. So, too, the Strassburger situation falls 
neatly within this pattern even though the 
distribution on the only outstanding kind 
of stock was in a different kind of stock, 
since the holder of the stock and stock 
dividend was the only stockholder. There 
can have been no change in the proportional 
interest of this stockholder who before and 
after the declaration of the dividend owned 
100 per cent of the company.” Sprouse, too, 
would seem to be covered by this principle 
in that distribution of a nonvoting com- 
mon stock dividend does not affect the vot- 
ing power of the voting common group 
(the stock being otherwise the same) and is 
really a distribution like Griffiths and Eisner 
v. Macomber. If the situation were turned 
around so that the distribution of a stock divi- 
dend were in voting common on both the voting 
and the nonvoting common, there would be 
a transfer of voting power. This is a gain 
which even the market may be able to 
translate into money terms, but is a gain 
which is probably not taxable under the 
present state of the law. If the test to be 
applied were that of a “different interest,” 
then surely the dividend would be taxable. 
However, this involves part of the prob- 
lem of the Wiegand case where one class of 
recipients has lost and not gained. If a 
relative change in voting power is insuffi- 
cient to affect the stockholders’ porportion- 
ate interest, as presently defined, then it 
would seem that the distribution is like that 
made in Sprouse, Griffiths and 
Macomber 


Eisner v. 


Wiegand has not made clear the principle 
for determining the taxability of a stock 


dividend. Nevertheless, it may be stated gener- 
ally that where there are two or more classes 
of stock in the capital structure of a cor- 
poration, the declaration of a stock divi- 
dend to any one class and not the others or 
to any one or more classes, but not all, 
may result in a taxable dividend. This 
statement comes close to the proposition 
that a taxable stock dividend is any divi- 
dend in a different kind of stock than that 
upon which the dividend was declared. 
However, this latter formulation should not be 
accepted as the proper criterion, since 
Strassburger remains tax free. So, too, does 
Sprouse which for one class of stock at 
least was a dividend in a different 
of stock, 


kind 


For purposes of analysis, it would be 
best to suppose a corporation with two 
classes of stock outstanding, common and 
preferred. Consideration of the various 
types of stock dividend must be with a view 
to the nature of the preferred stock out- 
standing. The following three kinds of 
preferred stock may be supposed: (1) pre- 
ferred with a limited right to dividends and 
to prior distribution of assets on liquida- 
tion; (2) preferred with a limited right 
to dividends but with a right to share with 
the common in liquidation over and above 
specified priorities; and (3) preferred with 
a right to share with the common in divi- 
dends over and above specified priorities 
but no rights in liquidation over and above 
a specified priority. 

In the Koshland case, a dividend of com- 
mon on preferred was issued and held to 
be taxable. The preferred stock was essen- 
tially the first type described. It is apparent 
that the dividend changed the propor- 
tionate interests of the holders in the net 
assets of the corporation on liquidation. 
The preferred received “qualitative” rights 
that it did not possess before. The obverse 
occurred in Helvering v. Gowran where the 
dividend preferred was issued on common. 
The preferred stock in Gowran was essen 
tially the same as that of Koshland. The 
stock dividend which was held taxable 
clearly gave the common rights to dividends 
that it did not possess before. A distribu- 
tion of common, where the 
outstanding preferred is of the first type, 


common on 





22 Arguably, the case rested on the ground 
that, if there had been a liquidation imme- 
diately following the distribution of the stock 
dividend, there would have been no change in 
the legal rights or money position of the stock- 
holders, since the corporation's financial posi- 
tion was such that all of the preferences and 
priorities would have been satisfied. This is 
so because the ‘“‘hog has grown."’ 
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It has been suggested that both classes of 
stock in the Wiegand case were essentially com- 
mon stock and should have been so treated. 
American Law Institute, Federal Income Tax 
Statute, Tentative Draft No. 7, p. 253 (May, 
1952). 

% Under Wiegand, it is apparent that Strass- 
burger is to have vitality even where there is 
more than one stockholder. 
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should not be taxable inasmuch as it effects 
no changes in either dividend or liquidation 
rights. However, a dividend of preferred 
stock on preferred has been held to be 
taxable in Helms Bakeries.“ Since, in the 
instance of the supposed type of preferred, 
there can have been no change in “qualita- 
tive’ preferential rights and the changes 
effected by the dividend merely delay the 
dividend rights of the common in favor of 
greater “quantitative” “money-wise” benefits 
to the preferred, Wiegand would seem to 
discount this 1942 BTA case. 

Where the preferred 
is either of the 
common on 


stock outstanding 
second or third type, the 
preferred introduces a new 
right on liquidation and the preferred on 
common introduces a new right to dividend 
distribution as well as a new right on liqui- 
dation. The common on common and the 
preferred on preferred are less clear and 
come close to mere “money-wise” changes.” 


Chamberlin Decision 


With the decision of the 
the case of C. 
past new horizons have appeared in 
the area of taxation of stock dividends 
Since the Strassburger case, the preferred 
stock “bail out” has been a neat means of 


Tax Court in 
Chamberlin™ during the 
year, 





* CCH Dec. 12,411, 46 BTA 308 (1942). 

2>No discussion has been included. of the 
problems the stock dividend poses in adjusting 
basis when it is not taxed, and of valuation 
when it is taxed. In exploring the problem of 
valuation it should be noted that our objective 
in taxing a stock dividend is not apparent. Is 
it to tax as income the gain which may be 
traced directly to the event? Such an objective 
may be impossible to accomplish practically. 
However, if this is not the objective then it 
must be a crude notion that this is an appro- 
priate time to impose a tax, which tax will be 
on some value at ordinary income rates. Under 
this method, we would have simply taken the 
stock dividend as a convenient point in time at 
which to impose a tax in no way related to the 
event itself. Such a technique, in effect, would 
be reconverting something which has already 
been converted to a potential capital gain back 
to ordinary income. (It should be noted that 
this last proposition dovetails rather closely 
with the whole question of postponement.) The 
point is simply that it is necessary to scrutinize 
the taxation of stock dividends with a view to 
isolating the basic theory of this taxation. 
* CCH Dec. 18,935, 18 TC 164 (1952). 


case is presently on appeal 


This 


7 There are a number of techniques employed 
to accomplish a ‘‘bail out.”” Only that tech- 
nique starting with the declaration of a tax 
free stock dividend will be discussed. Recapi- 
talizations, which will accomplish the same 
result, so long as there is a sufficient ‘“‘business 
purpose’ for the exchange and the exchange is 
not equivalent to a taxable dividend, will not 
be discussed 


Stock Dividends 


tax avoidance.” The typical case involves 
the declaration of a tax-free preferred 
stock dividend on common followed by a 
sale of the preferred to insurance compa- 
nies with provision for subsequent redemp- 
tion by the corporation. For several years 
after the Strassburger case, the Bureau was 
issuing rulings and agreements which accepted 
such preferred stock dividends as tax ex- 
empt, regardless of any intention on the 
part of the stockholders to sell the dividend 
stock. Subsequent to this time, the Treas- 
ury proposed to formulate a policy to meet 
this avoidance problem.” However, it was 
not until 1952 that the question of the 
taxability of a stock dividend in the case 
of a “bail out” came before the courts.” 


The Chamberlin case involved the declara- 
tion of a preferred on common. stock 
dividend. This distribution was made in pursu- 
ance of a prearranged plan under which 
the dividend stock was to be sold concur- 
rently with the declaration of the dividend 
to several insurance companies for a stated 
consideration. It had also been provided that 
the preferred stock was to be redeemed out of 
the available earnings and profits over a period 
of eight years, beginning one year after the 
date of issuance. Under this plan the 
stockholders were able to drain off from 
the corporation past earnings, which had 





7% For a discussion of this policy and proce- 
dure see Darrell, ‘‘Recent Developments in Non- 
taxable Reorganizations and Stock Dividends,’’ 
61 Harvard Law Review 958 (1948) and DeWind, 


‘Preferred Stock ‘Bail-Outs’ and the Income 
Tax,’’ 62 Harvard Law Review 1126 (1949). 

* Essentially the Treasury’s position was to 
be that 

am wherever all or a substantial part 
of a preferred stock issue, received as a divi- 
dend or in a recapitalization by common share- 
holders is shortly to be sold as a part of a 
preconceived plan, neither the statutory exemp- 
tion of exchanges in connection with recapitali- 
zations, nor the judicial exemption of stock 
dividends, will serve to protect the recipient 
stockholders from realizing a taxable dividend 
to the extent of the corporation’s accumulated 
earnings and profits. Advance rulings or clos- 
ing agreements favorable to the taxpayer's 
view will be given only in the absence of 
intention to sell; and where a sinking fund 
retirement provision exists, the ruling in any 
event will preclude tax liability only if the 
taxpayer does not in fact sell his stock there- 
after.’” DeWind, cited at footnote 28, at pp 
1132-1133. 

The exact nature and limits of the policy 
proposed are not clear as a study of the DeWind 
and Darrell articles (cited at footnote 28) will 
disclose. Moreover, both DeWind and Darrell 
subject this policy to serious criticism on nu- 
merous grounds 

“It is interesting to note that the question 
did not come up under a promulgated Treasury 
regulation 
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been “swollen” and remained liquid, at 
capital gains rates (plus some interest ad- 
justment with the insurance companies), 


without losing control of the company. 


It was argued that this case 
erned by the Strassburger case where a 
stock dividend of preferred on common 
had been issued, only common having been 
previously outstanding, and had been held 
to be nontaxable. It was also urged that 
the character of the distribution in no way 
depended upon the action and intent of the 
stockholders with regard to the disposition 
of the dividend." The Tax Court rejected 
these arguments and held that this distribu- 
tion of preferred on common was a taxable 
stock dividend. 


was gov- 


There are at least three grounds upon 
which the based its decision: (1) 


- the stock dividends were not in good 


court 


faith for any bone fide corporate business 
purpose.” (2) “The real purpose of the issuance 
of the preferred shares was concurrently to 
place them in the hands of others not then 
stockholders thereby substantially 
altering the common stockholders’ pre-ex- 
isting proportionate interests in the corpo- 
ration’s net assets and thereby creating an 
entirely new relationship amongst all the 
stockholders and the corporation.” (3) “The 
entire plan was designed primarily for the 
benefit of the common stockholders whose 
will was the will of the corporation.” And 
it was their object to realize the equivalent of a 
cash dividend from their capital investment.” 


The full import of this decision is not 
clear. At the least, it must be accepted as 
striking down the preferred stock “bail out” 
avoidance technique when there can be dem- 
onstrated a well defined, prearranged plan 
which is to be executed in a relatively short 
period of time. (The plan in the instant case 
had already begun to be executed.) Whether 
a preferred on common stock dividend lacking 
some of these characteristics, where for in- 
stance there is only a nebulous, undefined plan, 
or there is a subsequent failure in execution, 

* The one dissenting opinion accepted this 
argument 

“The concurring opinion argued that the 
Strassburger case should be limited to its facts, 
that is, a situation involving only one stock- 
holder, and that otherwise a stock dividend of 
preferred on common should be held taxable 
because it left open the possibility of a ‘‘bail 
out’’ by a separate sale by the stockholders. 
This argument was earlier made by DeWind, 
article cited at footnote 28. 

*% It may be urged that the dividend in 
Chamberlain was not really ‘‘preferred stock"’ 
of the same sort distributed in Strassburger 
because of the many “debt characteristics."’ 
The protection afforded the insurance company 
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or there is to be an extremely long period 
before redemption, would also be taxable must 
remain an open question.” It is now well set- 
tled that the courts, in order to prevent tax 
avoidance, may look through the two step 
transaction and treat it all as one. The Cham- 
berlin case has done just that. Closely allied 
to this is the rule of Bazley v. Commissioner,” 
on which the Tax Court relies in part. In 
the Bazley case, a recapitalization, involving 
an exchange of outstanding shares of a cor- 
poration for bonds, was not recognized as a 
tax-free reorganization because the trans- 
action in end result was equivalent to a cash 
dividend distribution. 


The import of this decision for the ordi 
nary stock dividend not tinged with “bail 
out” coloration also is not clear. It had been 
generally assumed that the Bazley case put 
to rest the concept of “corporate business 
purpose” leaving only the concept of “busi- 
ness purpose” as a guide in the reorganiza- 
tion case.” Furthermore, the concept of 
“business purpose” has never been consid 
ered a test in the area of stock dividends.” 
The introduction of the “corporate business 
purpose” concept as a test in the Chamberlin 
case must be considered new for determin- 
ing the taxability of a stock dividend. Its 
future outside of the “bail out” situation, if 
measured by its past, will be short lived.” 
the Chamberlin case 
expression since 
the doctrine of a 
dividend issued in 


In this area, 
the first 
Macomber of 


repre- 
sents Eisner v 
fide 
The 


bona 


stock good faith 


nature and life of this concept, too, must 
be merely a matter of conjecture and, if meas- 
ured by the past, short lived or meaningless 


On the whole the Chamberlin case has 
opened up new and fertile fields of argu- 
ment for the lawyer in the area of stock 
dividends.* It has begun to strike the death 
blow to the “bail out.” But even 
effectiveness cannot as yet be measured. 
The problem of the taxation of stock divi- 
dends still remains one for legal machina 


tions and lay tribulations [The End] 


here its 


lends credence to the notion that the distribu- 
tion was more like a ‘“‘debt.’’ 

* 47-2 ustc § 9373, 331 U. S. 737 

%* Comment, 17 University of 
Review 338, at p. 352 (1949). 

%* Comment, cited in preceding footnote. 

* This is not to say that there can be no 
merit in some ‘“‘business’’ or ‘‘family’’ purpose 
doctrine. See, Cohen, Surrey, Tarleau and 
Warren, ‘“‘Tax Treatment of Distributions,’’ 52 
Columbia Law Review 1, pp. 9-15. 

*% It is probably well to recognize, 
that this is a problem of statutory interpre- 
tation and not a constitutional law problem 
Therefore, Congress can easily step in. 


Chicago Law 


however, 
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The New Regulations Are 
Not in Accord with the Code 


or the Cases 


Entities Not Previously Taxed 


By MARCEL KLARMANN, Certified Public Accountant, New York City 


_— CLASSES of taxpayers have to 
report taxable income for the first time. 
One organized corpo- 
rations, newly established estates and trusts 
and individuals who previously did not 
have taxable income; they have the right 
to determine their accounting system and 
their taxable year. They also have the duty 
to explain the origin of capital on which 
income is reported; otherwise they risk the 
taxation ol 


consists of newly 


such capital as being derived 
from hitherto unreported income 

kind are met by 
taxpayers. This 
organizations which have 
from tax and which 
exemption either by law o1 
their 
and 


a different 
new 


Problems of 
the second class oi 
consists of 


exempt 


class 
been lose the 
by a change of 
nonresident aliens 
who become 
United States. 
Their problems relate to the choice of the 
accounting method and of the taxable year, 
to the basis of their assets, to income 


activities, and of 


foreign corporations, 


residents or citizens of the 


and 
to recoveries which have their origin in the 
pretaxation period, and to the influence of 
prior gains and 
income 


losses on their taxable 
problems, 
have gained importance for two rea- 
The Revenue Acts of 1950 and 
1951 lifted the exemption of a number of 
hitherto exempt organizations; and (2) dur- 
ing and after World War II, a great num- 
ber of immigrants brought into this country 
large amounts of personal and _ business 

The basic theoretical question in 
cases is: Do new taxable entities 
into existence, to be treated as if 
had not existed before, or are such 
persons to be considered as continuing their 


Th law is silent on these 


which 


sons: (1) 


capital. 
the sc 
come 


they 


economic life which has not been subject 
to tax up to a certain date, but which now 
has become taxable? 


The theory of an entirely new taxable 
entity may be found in the law on the 
income of decedents’ estates, as it stood up 
to 1942. The property was—and 
still is—the market value on the date 
ot the decedent’s death, without regard to 
its cost.’ All income received by the estate, 
which was earned by the decedent, was 
income of the decedent, not of the estate. 
The Revenue Act of 1942 changed 
rule for decedents on the cash basis. 


basis « yf 
fair 


this 


Regulations, bearing on the tax returns 
of organizations which have lost their ex- 
emption, have been issued with T. D. 5928, 
applicable to the “unrelated business income” 
of exempt organizations, and with T. D. 
5954, dealing with mutual savings banks, 
building and loan associations, and cooperative 


banks.’ 


These regulations contain a number of 
provisions-which seem to contradict partly 
not only the law and older regulations but 
also decisions of the courts. 


Taxable Year and Accounting Method 


The Revenue Acts of 1950 and 1951 pro- 
vided that the amendments with regard to 
the taxation of hitherto tax-exempt organi 
zations shall be applicable to taxable years 
beginning after December 31, 1950, and 
December 31, 1951. The Regulations * pro- 
vide that the taxable year (fiscal or calender) 
shall be determined without regard to the 
fact that the organization may have been 
exempt from tax during any prior period. 
They also provide that the period, in which 





1 Code Sec. 113 (a) (5). 


21. R. B., 1952-19-13,923; I. R. B. 1953-1 


Entities Not Previously Taxed 


3 Regs. 111, Secs. 29.421-5, 101 (2)-2, 101 (4)-2. 
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an item of income or expense is to be in- 
cluded, shall be determined according to the 
manner in which the organization has been 
keeping its books. Thus, tax-exempt organ- 
izations, which become taxable after De- 
cember 31, 1950, and December 31, 1951, 
do not have the choice of establishing, with- 
out the approval of the Commissioner, their 
taxable year and their accounting method, 
as has, for example, a newly organized cor- 
poration.‘ 

The underlying theory is that the loss 
of the exemption does not create a new 
taxable entity, but that the old entity 
continues after having become subject to 
taxation. 


A different conclusion was reached by 
the courts in two cases dealing with corpo- 
rations, which lost their exemption because 
of a change of their activities. 

In the case of Royal Highlanders; the 
taxpayer was an exempt insurance com- 
pany, which lost its exemption on May 4, 
1937. The Revenue Act of 1936 granted 
taxable life insurance companies a deduc- 
tion based on reserve funds held at the 
beginning and at the end of the taxable 
year. The taxpayer, which kept its books 
on a calendar-year basis, contended that 
the start of its taxable year was May 4, 
1937 and filed its income tax return for the 
short period May 4 to December 31, 1937. 
The Commissioner maintained that the 
transition from the exempt to the non- 
exempt status had no effect on the account- 
ing period. As there were no reserves at 
the beginning of the taxpayer’s calendar 
year, the only figures available for the 
computation of the deduction were, in the 
opinion of the Commissioner, the reserves 
at the end of the calendar year. The court 
held for the taxpayer and stated that, as 
the books were kept on a calendar year 
basis, and that as the exemption ceased on 
May 4, 1937, the taxpayer was required 
to and did file for the period May 4 to 
December 31, 1937. The beginning of the 


taxable year was May 4 and not January 
1, 1937. 


In the case of Economy Savings & Loan 
Company,* the taxpayer was a building and 
loan association, exempt under Section 101 
(4) of the Revenue Acts of 1936 and 1938. 
It was on a fiscal-year basis, October 1 to 


+O. D. 404, 2 CB 67. 

5CCH Dec. 12,898, 1 TC 184 (1943), rev’d on 
other grounds, 43-2 ustc { 9612, 138 F. (2d) 
240 (CCA-8). 

*CCH Dec. 14,696, 5 TC 543 (1945), aff'd in 
this respect, 46-2 ustc § 9410, 158 F. (2d) 47: 
(CCA-6). 
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September 30. On February 1, 1940, it 
changed its method of operation; up to 
then it did business with borrowers who 
were stockholders, thereafter, it did sub- 
stantially all its business with borrowers 
who were not stockholders and thereby lost 
its exemption. The Second Revenue Act of 
1940 introduced new rates and an excess 
profits tax for taxable years beginning after 
December 31, 1939, The taxpayer contended 
that its taxable year after December 31, 
1939, began on October 1, 1940 and, there- 
fore, that it was not subject to the Second 
Revenue Act of 1940, with regard to the 
taxable income of February 1 to September 
30, 1940. The Commissioner treated the 
net income for the period February 1 to 
September 30, 1940, as taxable income for 
a short period and applied the provisions 
of the Second Revenue Act of 1940. The 
court upheld the Commissioner; it stated 
that the taxpayer became taxable on Feb- 
ruary 1, 1940 and that the succeeding eight 
months constituted a taxable year begin- 
ning after December 31, 1939. 


Thus, the courts have in both cases con- 
sidered a corporation, which loses its ex- 
emption, as a new taxpayer starting a new 
taxable year. 


Basis of Property 


The rules of T. D. 5928 and T. D. 5954, 
with regard to the basis of property, are in 
accordance with the theory that an organi- 
zation, which loses its exemption, is nothing 
but a continuation of the tax-exempt entity 
The regulations * provide that the basis shall 
be determined under Section 113 (a) of the 
Code—that is ordinarily the cost, adjusted 
for depreciation and depletion since acqui- 
sition. 


These new regulations comply only partly 
with the provisions of the Code. Section 
113 (a) states that the basis of property, 
generally, shall be its cost. But the adjust- 
ments to be made for depreciation and 
depletion since March 1, 1913, are only 
such amounts as were allowed or allowable 
under the respective income tax laws.’ It 
seems to be apparent that, for tax-exempt 
organizations, a deduction for depreciation 
or depletion was neither allowed nor allow- 
able. -G. C. M. 10857,” which had expressly 
so stated, has been revoked by G. C. M. 


™ Cited at footnote 2. 

® Regs. 111, Secs. 29.423-3 (a), 113 (b) (1)-4. 
® Sec. 113 (b). 

10 XI-2 CB 105. 
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27491 ™ as being in conflict with the present 
Section 29.423-3 of Regulations 111. 


In addition, an apparent effect of the new 
regulations is to subject to taxation in- 
creases in value which arose during a tax 
free period. Because of the decrease in the 
value of our currency during the last dec- 
ades, the dollar value of property has nor- 
mally increased. As the taxable fraction of 
rents from a “Supplement U Lease” has 
as its denominator the basis of the leased 
property,” the taxable amount is greater, 
if the lower adjusted cost is used instead 
of the higher market value on the date the 
1950 act went into effect. The organizations 
which became taxable under the 1951 act 
will have to use the adjusted cost of their 
property, instead of the generally higher 
present value, as the basis for determining 
gain or loss. 


This question of increases in value during 
a pretaxation period has been extensively 
dealt. with in a number of Supreme Court 
decisions. The Corporation Excise Tax Act of 
1909 and the Income Tax Act of 1913 were 
just as silent with respect to the basis of 
property acquired prior to the new laws as 
are the Revenue Acts of 1950 and 1951. In 
the case of Doyle v. Mitchell Brothers Com- 
pany,” 


lands in 


the taxpayer had purchased timber 
1903 at a cost of $20 per acre. 
The Corporation Excise Tax Act of 1909 
went into effect on January 1, 1909. At that 
time, the value of the timber land had in- 
creased to $40, and this value was used by 
the taxpayer as the basis for computing its 
profit on a later sale. The Supreme Court 
agreed with the taxpayer and stated that 
the increased value which accrued before 
the act, did not constitute income. In the 
Hays v. Hanley Mountain Coal 
Company,” the taxpayer had acquired for 
$800,000, in 1902, shares of a mining cor- 
poration; it sold these in 1911 for $1,010,000. 
The Court stated that all income which 
accrued prior to January 1, 1909, although 
received afterwards, 


case ol 


was to be excluded, 
and that there were two methods of com- 
puting the correct 
taking an 


taxable income—either 
inventory on the basis of the 
market value as of December 31, 1908, or 
prorating the increment between acquisition 
and disposition by days “as if it had arisen 
through a series of gradual and impercepti- 
ble augmentations,” 





and by taxing that 


portion of the increase which is applicable 
to the days between January 1, 1909 and 
the day of sale. The same decision was 
reached in the case or U. S. v. Cleveland, 
Cincinmnatt, Chicago & St. Louis Railway 
Company.” Shares of stock had been pur- 
chased in 1900 and sold on January 28, 
1909, at a profit of $814,000. It was held 
that only that part of the sales price by 
which the sales price exceeded the market 
value on December 31, 1908, was profit. 
This principle also was expressed in the 
decision of Great Northern Railway Com- 
pany v. Lynch.* There, the taxpayer had 
purchased real estate prior to 1909 and sold 
it in 1910 and 1911 at a price equal to the 
market value on December 31, 1908. The 
case of Lynch v. Turrish™ had to deal with 
a liquidating dividend of $159,950, received 
by the taxpayer on March 1, 1913 (the day 
on which the Revenue Act of 1913 became 
effective) for stock which had cost him 
$79,975. The Court stated that the amount 
received was the realization of an invest- 
ment made some years before, representing 
its gradual increase during those years, and 
that the enhancement of property during a 
series of years prior to the effective date 
of the income tax law, did not 
income. 


become 


The same idea was incorporated in the 
Revenue Act of 1916. It provided that the fair 
market value on March 1, 1913—the effec- 
tive date of the first income tax law based 
on the Sixteenth Amendment—should de- 
termine the gain on property acquired before 
that date. After several amendments, this 
provision has found its place in Code Sec- 
tion 113 (a) (14). 


Overlapping Income and Expenses 


Organizations, which become taxable un- 
der the Revenue Acts of 1950 and 1951, 
may receive income and pay expenses which 
were earned or incurred in the pretaxation 
period. Under the mentioned regulations, 
which provide for the continuation of the 
taxakle year and of the accounting method, 
the taxability or deductibility of such items 
would depend upon whether the organi- 
zation was on a cash or an accrual basis 
of accounting. A hitherto exempt taxpayer, 
who has kept his books on the accrual basis, 
would be considered as entering the field 





17. R. B., November 10, 1952. 
12 Code Sec. 423 (d) (1). 
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of taxation with accrued assets and lia- 
bilities, the realization of which would be 
neither taxable nor deductible. On the 
other hand, a new taxpayer on the cash 
basis would receive taxable income and 
deduct paid expenses, regardless of the 
fact that the period, in which such income 
and expenses originated, was not subject 
to taxation. 

In this respect, too, the courts have held 
differently, without making a 
between the cash and the accrual method 
of accounting. In the case of U. S. v. Guinz- 
burg," dividends had been declared by a 
corporation before March 1, 1913, the effec- 
tive date of the first income tax act. The 
taxpayer had received the dividend after 
March 1, 1913, and the question was, whether 
such dividend was taxable. The court held 
for the taxpayer and declared, that by the 
declaration of a dividend, the stockholders 
became creditors of the corporation. “The 
relation then created was that of a debtor 
and creditor. Anything which accrued 
prior to March 1, 1913 was part of the 
taxpayer's principal at the time when this 
effective. Property held 
prior to March 1, 1913 must be considered 
as part of the taxpayer’s capital and the 
dividend in question treated as 
such.” The same result was reached by 
the court in the case of Plant v. Walsh.” 
Not only dividends declared prior to March 
1, 1913, but also interest payable for the 
period ending February 28, 1913 paid on 
March 1, 1913, were considered nontaxable. 
The court referred to the Guinzburg case 
and said that the case of interest is not to 
be distinguished from the case of dividends. 


In the case of J. A. C. Steuer” the tax 
payer was a nonresident alien until March 
3, 1941, at which date he became a citizen 
of the United States. He had two contracts 
with a Dutch tobacco firm, one running to 
August 1940 and a running from 
then on. Under the first contract, he was 
to receive a salary of $10,000 and a com- 
mission of 3 per cent on purchases of to- 
bacco. The second contract provided for a 
salary of $10,000, a 3 per cent commission 
on tobacco purchased and a bonus of 25 per 
cent of the net profit on sales of tobacco 
bought by the taxpayer—the 3 per cent 
commission was to be included in the 25 
per cent bonus. The taxpayer, who was 
on a cash basis, received—apparently after 
he had become a citizen—an amount of 
$56,211.21 as his bonus. The court included 


distinction 


act became 


must be 


second 


this amount in Steuer’s taxable income, but 
only for the reason that the bonus was 
ascertained for the first time on March 31, 
1941, the date on which the company closed 
its books. With regard to the other pay- 
ments, the court stated that: “It is obvious 
that all payments made under the prior 
agreement between Duys [the company] 
and the petitioner, then a Dutch citizen, 
providing that he should receive an annual 
salary of $10,000 and be paid a commission 
of 3 per cent on all purchases of tobacco, 
made by him, were exempt from taxation.” 


State income tax laws have also dealt 
with the question of income that has been 
earned, and that have been in- 
curred prior to the date on which a new 
taxpayer becomes subject to the tax law. 
Section 17566 of the California Revenue and 
Taxation Code provides that, when the 
status of a taxpayer changes from resident 
to nonresident or from nonresident to resi- 
dent, there shall be included, in determining 
income from sources within or without the 
state, income and deductions accrued prior 
to the change of status, even though not 
otherwise includible in respect of the period 
prior to such change. Thus, when a 
payer on the cash basis sets up his 
dence in California on a certain date, his 
income from another 
accrued before that date, but received by 
him, after becoming a resident of California, 


does not 


expenses 


tax- 
resi- 


sources in State, 


constitute taxable income. 
lations, Article 524-2 of the New 
State Personal Income Tax Law 
that, in the case of a change of 
the return for the period prior to the 
change shall include all items of income 
received by, or accrued to, the taxpayer up 
to the date of The 


continue: “in other words the return 


Regu- 
York 
provide 


ré sidence, 


change. Regulations 
shall 
be made on the accrual basis irrespective 
of whether that be his established method 
of reporting.” Although this provision rules 
only on returns to be filed in New York 
State, it would seem equitable to apply the 
same principle to nonresidents who become 


residents of New York State 


This method of dealing with income over- 
lapping from a tax-free to a taxable period 
does not seem to be in contrast to the cases 
where an American taxpayer on the cash 
basis had earned income abroad, which was 
excluded from gross income under Sections 


22 (b) (8) and 116 (a) of the Code, but 


who had received such income after return- 
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ing to the United States.” 
sidered this 


The courts con- 
taxable. In these 
cases, the taxpayers had not been exempt 
from taxation, but had been subject to tax 
on all their income, with the exception of 
the items excluded by Section 22 (b), and 
the question was whether the exception still 
held good after one of the conditions of the 
exclusion from gross income had ceased 


income as 


Recoveries 


A reduction of net which oc- 
curred during the pretaxation period may 
be recovered in a taxable Such a 
reduction of net income may be the result 
of either: 


income 


year 


(1) A loss of gross income or of a capi- 
tal item not appearing on the books, such 
as good will. The loss may have been 
third party, who 
damage inflicted, 
or it may have been caused by a natural 
event, which 


2) The income may 
ive resulted from deductions from gross 


income Tor 


caused by the act of a 
becomes liable for the 


gives rise to public aid; or 
reduction of net 


expenses or for the loss ot 


specific capital items. The recovery of de- 
ductions taken in one year and recovered 
later year is the 


(12) of the Code 


recovery 


subject of Section 


he first type of relating to a 
pretaxation period has been extensively 
dealt with by the 


of U.S. 2 
ompany.” 


Court in the 
Safety Car Heating & Light- 
In this case, the taxpayer 
[ 1907, 


against a competi- 


Suprem«¢ 


( 
1 1 
| 


the owner of a patent 


since 
1¢ 7 


t brought suit 


restrain an infringement of the patent 


an accounting of damages and 
The suit was pending on March 1, 

he effective date of the first income 

In the accounting, the complainant 

waived any recovery for 
fined 


tax act 
damages and con 
his claim to the profits received by 
the infringer. In 1923, the master filed his 
which he found that there was 
due to the complainant for profits received 
by the infringer an amount of over $500,000, 
of which a large ($436,137.41) was 
prohts applicable to the period before 

1, 1913. In his tax return for 1925, 

the taxpayer did not $176,531.95 
had received following a settle 
reached; he contended that this 
was collected on account of his 
before 


report in 


part 
7 
i 


include 
whi h he 
ment 

amount 
infringements 


claim for occurring 


March 1, 1913, which claim, as of that date, 
had a “market value” of $436,137.41. The 
district court and the court of appeals heid 
that the portion of the amount received 
which was allocable to infringements before 
March 1, 1913, had accrued to the taxpayer 
in advance of that date, and therefore, was 
to be treated as a nontaxable recovery of 
capital. The Supreme Court reversed and 
stated that, where the basis of a recovery 
is an injury to capital, such recovery is 
never taxable income, no matter when col- 
lected. But as the taxpayer had abandoned 
any claim for damages to capital, the ques- 
tion was the taxation of a recovery for 
lost profits. In this respect, the Court held 
that, on March 1, 1913, the taxpayer’s claim 
was contested, uncertain and indefinite. It 
became an unconditional claim not sooner 
than in 1925. Up to that date, all profits 
of the infringer might have evaporated as 
the result of neglect or incapacity. Only 
the collection of an unconditional claim 
existing on March 1, 1913, for example, a 
claim for interest on a bond or for rent 
under a lease, would not constitute taxable 
income. As the claim for lost profits until 
March 1, 1913, was conditional and con- 
tingent at that and became uncon- 
ditional absolute at a date, the 


realization of the claim was income in 1925 


date 


and later 


According to the decision, the recovery 
of damage to capital, suffered before the 
effective dates of the 1950 and 1951 acts, by 
a hitherto tax-exempt organization, would 
not be taxable With regard to 
income lost, it would depend upon whether 
the organization had an 


contingent 


income. 


unconditional or 
claim for 
the effective dates of the acts. 


only a recovery on 


Recoveries of Previous Deductions 


The includes 
recoveries of amounts deducted from gross 
income in previous years 


second type of recoveries 
An organization 
which has lost its exemption may recover 
amounts paid, incurred or lost during the 
tax-free period Whether such a 
is taxable would depend upon one of thre 


recovery 


possible approaches: 

(a) The 
of amounts, previously deducted is that the 
deduction had resulted in a dtcrease of net 
income in the year in which it was taken. 
Even before the Revenue Act of 1942, 


reason for taxing the recovery 





‘Julius B. Stryker, CCH Dec. 8407, 29 BTA 
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which introduced the “tax benefit rule,” 
amounts recovered which had not been 
deducted on a previous tax return, were 
not subject to taxation.” 

It could justly be said that an exempt 
organization, which may have filed infor- 
mation returns, but did not file tax returns, 
never has taken a deduction, in so far as 
the determination of taxable income is con- 
cerned, and that it certainly has not had 
any tax benefit from the deduction, as it 
was not subject to taxation. 


Accordingly, no recovery of a deduction, 
which was taken on the books of an exempt 
organization during the period of exemp- 
tion, would be taxable income after the loss 
of the exemption. 


(b) The opposite opinion would be based 
upon the theory of the uninterrupted con- 
tinuance of a hitherto tax-free organization, 
and would tax all recoveries of deductions 
taken in the pretaxation period. Sec. 29.23 
(k)-5 of the new regulations provides that 
recoveries of debts charged off during a 
prior year, whether or not the institution 
was exempt from tax for such year, shall 
be credited to the bad debt reserve. As 
the bad debt reserve at the beginning of 
a taxable year determines, among other 
factors, the allowable deduction of bad 
debts, taxable net income may be increased 
by the recovery of a bad debt which was 
written off in the pretaxation period. 


(c) A third approach would be based 
upon the Supreme Court decision in U. S. 
v. Safety Car Heating & Lighting Company.” 
A distinction would have to be made be- 
tween the restoration of capital and the 
restoration of income. The recovery of 
capital which had been considered lost 
during the pretaxation period and, there- 
fore, had been written off from income, 
would not be subject to tax. In the case 
of the recovery of a deduction, the taxation 
would depend upon whether the claim for 
the recovery of interest, taxes, losses, etc., 
was determined and unconditional on the 
effective dates of the 1950 and 1951 

It may not always be easy to determine 
whether an amount which has been de- 
ducted on the books during the pretaxation 
period and which is recovered in a taxable 
year, is a restoration of capital or of in- 
come. In the case of a bad debt, the origin 
of the debt ‘would have to be considered. 
The recovery of a bad debt, originally re- 
sulting from a loan or from the sale of a 


acts. 


~# Bass Publishing Company, CCH Dec. 4129, 
12 BTA 728. 
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capital asset would constitute restoration 
of capital; the write-off of a debt during a 
tax-free period does not change the char- 
acter of the debt when it is collected in a 
taxable period. On the other hand, the 
recovery of a debt, which resulted from 
the sale of merchandise, would constitute 
restoration of income. 


Other Problems 


The theory, which does not make a clean 
cut between the previously tax-free entity 
and the new taxable entity, but considers 
one the continuation of the other, will give 
rise to many other tax problems. The tax- 
free entity may have applied sound ac- 
counting principles which had the approval 
of the owners and creditors, but were in 
contradiction to the accounting principles 
of the tax law. Examples are the valuation 
of property received in an exchange or in 
a reorganization, the accounting for stock 
dividends and stockrights, liquidating and 
ordinary dividends, the distinction between 
expenditures chargeable to capital or charge- 
able to expense, the spreading of rents or 
royalties received in advance over future 
years, and many others. Specific problems 
will arise in those cases where the tax law 
gives the taxpayer an election, and the 
tax-free entity used a method of account- 
ing which it considered appropriate with- 
out regard to tax consequences, which it 
had no reason to consider. Such elections 
are, among others, the right of a taxpayer 
on the cash basis to report the periodical 
increase in the value of certain United 
States savings bonds and other noninterest 
bearing obligations either in the year of 
the increase or in the year of maturity or 
redemption; the right to deduct or to 
capitalize taxes and carrying charges.” As 
to the election to amortize the premium 
of fully taxable bonds, Section 29.113 (b) 
(1)-4 of the new regulations provides, that 
the election shall be effective from the date 
it was made, in accordance with Section 
125 of the Code, that is made on a tax re- 
turn in the period of taxation. The yearly 
amortization is computed by spreading the 
amount of the premium over the total (tax- 
free and taxable) holding period. 


Pretaxation Gains and Losses 


In one respect, there seems to be no 
doubt that the pretaxation period is to be 
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kept separate and distinct from the taxable 
period, that is, the net operating loss of a 
tax-free year cannot be carried forward into 
a taxable year and the net income of the 
year which precedes the first year subject 
to tax does not decrease a net operating 
loss of such first year for the purpose of 
carrying the loss forward.” There also 
seems to be no doubt that a capital loss of 
a tax-free year cannot be carried forward 
into the taxable year. In the case of Fer- 
nand C. A. Adda.™ concerning a nonresident 
alien, the court followed the Commission- 
er’s contention that a capital loss carry-over 
is allowable only if the profit, had the 
capital transaction resulted in a_ profit, 
would have been taxable. 


On the other hand, the new regulations ” 
define as “surplus, undivided profits and 
which are among the factors de- 
termining the deduction for bad debts of 
mutual savings banks, building and loan 
associations, and cooperative banks,” the 
excess of all assets over all liabilities. That 
means that even earnings prior to March 
1, 1913 contribute to the amount of “sur- 
plus, undivided profits and reserves,” while, 
in the case of stock corporations, 
earnings accumulated after March 1, 
are a source of taxable dividends.™ 


reserves” 


only 


1913 


Nonresident Aliens 
When a 


nonresident alien sets up 
dence in the 


United States, he 
subject to taxation on all of his income. 
If he arrives here with a going business 
or with assets and liabilities, it would be 
possible to apply the theory embodied in 
Section 29.421 and in Section 29.101 of the 
regulations. Thus, 
accounting 
and the 


resi- 
becomes 


would 
method and ac- 
United States tax 
law would apply to all acts and occurrences, 


such an alien 
continue his 
counting year, 
which took place in a preceding period, in 
so far as they have a bearing on the tax- 
ation of the newcomer. The result would 
more unsatisfactory than in the 
tax-exempt which 


be even 
case of organizations 


lose their exemption. 


The first taxable year would ordinarily 
be a short year as the date of setting up 
residence in the United States will rarely 
coincide with the end of the accounting 
period used by the new taxpayer. The basis 
of previously acquired property would be 


determined according to Section 113 of the 
Code. It would be necessary to examine, 
for example, whether an exchange of prop- 
erty, which took place before the first tax- 
able year, was taxable or nontaxable under 
our law, and whether dividends, received 
in a foreign country from a foreign corpo- 
ration, were ordinary or liquidating divi- 
dends. In the case of income which was 
previously earned but was collected in a 
taxable year, and in the case of recoveries 
—which may involve large amounts under 
the various middle European restitution 
laws—it would be necessary to determine 
whether the new taxpayer kept his books 
on a cash or on an accrual basis. That 
would often not be easy, as many aliens 
have used a hybrid method in which in- 
ventories were a part of the accounting 
system, but not receivables or payables. 


In practice, the retroactive application of 
the tax law to facts which occurred prior 
to the first taxable year is far more difficult 
with aliens than with hitherto tax-exempt 
organizations. The latter had to file annual 
information returns and were mostly sub- 
ject to the examination of supervisory au- 
thorities. But nothing is here on file on the 
past activities of a nonresident alien, with 
the exception of those aliens who derived 
income from sources within the United States. 


The best, as well as the simplest, method 
of dealing with nonresident aliens who set 
up residence in the United States, seems 
to be co consider them as entirely new 
taxpayers, to grant them the right of de- 
termining the accounting period and the 
accounting method, to evaluate assets, with 
which they enter this country, at the fair 
market value on the day of entry, and to 
treat overlapping income and expenses as 
accrued assets and liabilities, regardless of 
the taxpayer’s accounting system. As to 
recoveries, one would have to distinguish 
between recoveries of capital lost and of 
income lost; those claims for income lost, 
which were fixed and determined on the 
day of entry, would be capital items, like 
other accrued receivables. 


It cannot be said whether the Treasury 
will gain or lose taxes by this short-cut 
method. But it will certainly save expenses 
by not having to dig into facts which have 
occurred in a foreign country and which 
will often not fit into the structure of our 


legal and economic life. 


[The End] 
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Not Psychology but Surgery 
Is the Cure... 


Enucleate This Section 


Section 102: 


TOWADAYS, a student of taxation finds 
himself from time to time involved in 
considerations not far removed from meta- 
physics. The field of taxation is no longer 
the fairly easy study it seemed a century 
or two ago. Modern improvements have 
turned it into a chaotic, badly managed and 
self-defeating crazy quilt. 


“Taxes, taxes everwhere. The only prop- 
erties they share in common lie in the cir- 
cumstances that they are imposed by the 
lawmaker and collected by the tax admin- 
istrator. Each differs from every other in 
the magnitude of its yield to the Govern- 
ment and in its economic effect upon the 
taxpayer. These differences are so strik- 
ing in character that the use of a generic 
term—‘tax’—is really nothing more than a 
dumping ground of unrelated charges for 
governmental services.” ’ 


If such strong strictures were appropriate 
some ten ago, what should be said 


now, after the luxuriant wartime and post- 
war growth of the tax jungle? 


years 


The tax most likely to raise the hackles 
of businessmen—despite the improvement 
made in it by the 1951 Revenue Act—is that 
specified in that remarkable survivor, Sec- 
tion 102. This section levies a penalty tax 
of up to 38% per cent on corporations found 
to have accumulated their earnings beyond 
the “reasonable” needs of their business. 
In its present application, it presents the 
interesting picture of the government im- 
posing a tax on the state of mind of a cor- 


poration. That would appear to involve 





1 C. J. Hynning, Taxation of Corporate Enter- 
prise (Temporary National Economic Commit- 
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the psychoanalysis of Marshall’s “artificial 
being, invisible, intangible, and existing 
only in contemplation of law.” However, 
this Freudian challenge is accepted by the 
Treasury. Under the statute, liability de- 
pends on the existence of the motive for 
retaining earnings to prevent imposition of 
the federal income tax upon shareholders 
who would receive the earnings if they 
were distributed. The only way in which 
this be established is through 
the utilization of a presumption found in 
Section 102 (c): 


motive can 


“The fact that earnings or profits of a 
corporation are permitted to accumulate 
beyond the reasonable needs of the busi- 
ness shall be determinative of the purpose 
to avoid surtax upon shareholders unless 
the corporation by the clear preponderance 
of the evidence shall prove to the contrary.” 


This provision, so absurd in its present 
application, has a perfectly reasonable origin: 
Under the first income tax law, passed after 
the adoption of the Sixteenth Amendment, 
the tax on inidividuals was made up of a 
“normal” tax of 1 per cent and surtaxes 
(beginning at $20,000), reaching 5 per cent 
The tax on the income of corporations was 
a flat 1 per cent. Because the corporation 
was required to include in its income tax an 
amount equivalent to the normal tax, divi 
dends received by individuals were exempt 
from normal tax. Under that arrangement, 
it was considered fraud for a corporation to 
retain earnings instead of distributing them, 
since the surtax on the earnings would thus 
be avoided. 


tee Monograph #9) (Government Printing Office, 
1941), at p. 2. 
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The Tax on 
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Corporation's Psyche 


The 


been 


wording of statute has 


retained ever since, although the ex- 


the original 


emption of dividends from normal tax was 
abandoned in 1936. Therefore, the present 
effect of the section is simply to insure 
double taxation of corporate earnings at the 
highest possible rate. 


When the active enforcement of the sec- 
tion began, objections were raised that the 
purpose test of liability was too vague to 
be constitutional. In a leading case on this 
Hand declared: “A 
statute which stands on the footing of the 
participants’ may need the 
support of presumption, indeed, be practic- 
ally unenforceable without it Stand- 
ards of fixed no more definitely, 
are common in the law; the whole of torts 
is pervaded by 


point, Judge Learned 


state of mind 


+ 


conduct, 
them being as ac- 
of the prudent 
of the diligence 


” 


cessible as those for example 
driving of a motor car, or 
required in making a ship seaworthy . 


In consequence, revenue agents keep a 
close lookout for certain indicators that will 
help the department in its psychoanalyses: 
distribution of less than 70 per cent of cur- 
rent earnings in the 
investment of 


form of dividends; 
funds in securities or 


unrelated 


other 
to the normal 
business activities of the corporation; loans 


ot money or 


business property 


items of property to officers 
held and 
accumulation of cash or other quick assets 
even though 70 pet 


current 


or shareholders; closely stock; 
more of the 


distributed as 


cent or 
earnings are being 
dividends , 


2 United Business Corporation of America v. 
Commissioner, 3 71039, 62 F. (2d) 74 
(CCA-2, 1933). 


Section 102 


USTC 


In order to quiet the understandable alarm 
aroused in the minds of many businessmen 
at the thought of an enormous contingent 
tax liability which all unknown might be 
hanging over their firms, the Commissioner 
of Internal Revenue over and over again 
has assured them that they need not fear 
the arbitrary f 


under 


imposition of a penalty tax 
section and that no reasonable 
needs of the 


this 
construction of the 
will be rejected. 


business 
No corporation, it is al 
leged, will be assessed this tax until it is 
advised of the Bureau’s intention and until 
after a hearing, in the course of which the 
Bureau promises to take into consideration 
every fact and prospect that a prudent 
businessman would consider in the 
mination of reasonable surplus. Such con 
siderations might include the hazards 
peculiar to the business, its normal rate 


dete 


of expansion, proper contingency reserves, 


unemployment insurance and employee- 
benefit reserves, present uses to which sur- 
plus is being put other 


wish to 


and any matters 
bring up. 


Unfortunately, certain of the department's 


the corporation might 
actions not only fail to support these en- 
couraging 
dict them. 


statements, but directly contra 


An extreme case in point concerned the 
World Publishing Company. This con- 
cern had a surplus in 1941 of $562,600. The 
directors decided to put up a new building, 
buy new presses and build a radio station, 
at a total estimated cost of $500,000. Dur- 
ing the war, they could not, of course, go 


°T. D. 4914, 1939-2 CB 108. 2% 
4*World Publishing Company v. U. 8., 48-2 
ustc { 9346, 169 F. (2d) 186 (CCA-10, 1948). 
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through their construction prog 
Therefore they added $80,000 in 1942 and 
$70,000 in 1943 to their surplus. Finally, 


1945 saw the completion of their expansion 


with 


program at a final cost of $928,000, about 
double the original estimate. The Treasury 
Department, however, 
tax on the 1942 and 
The involved in this 
decision is particularly interesting as con- 
trasted with the 


impose d the pe nalty 
1943 accumulations of 


surplus! “reasoning” 


reassuring press releases 


emitted by the department: 


(1) The taxpayer’s reserves to establish 
a fund for the acquisition of new press and 
building facilities i 


were in excess of the 


estimated as 


had 


amount originally necessary. 
(2) Its 


usually 


earnings record been un- 


rood. 


(3) There 


was no reason to anticipate a 
decrease in 


earnings; hence it could be 
expected that there would be earnings in 
later years which could provide additional 
amounts to be included in the fund, 

(4) At the time of the accumulation there 
was no certain knowledge as to how many 
years must elapse before the taxpayer would 
find the 


terials 


desired press and building ma 


available 


By considering these curious statements 
with the help of the categorical imperative, 
a good deal of light can be shed on their 
possible effect Profits regarded as 
the enterpriser’s reward for bearing the 
risks and uncertainties of his business, the 


being 


accumulation of those profits becomes one 
of the devices by 
guards 


which the enterpriser 
new uncertainties. If the 
government, then, were 
ditional guarantee to each’ enterpriser 
against the effect of every possible risk and 
uncertainty, conceived or imaginable, it 
would have a good case for appropriating 
to itself risk-bearing 


against 


to issue an uncon- 


profits. However, 
since it does not issue such guarantees, its 
taxation of ordinary business profits must 
be on the basis of fiscal expendiency and 
the imposition of penalty taxes confined to 
cases of fraud In the World 
Company case, however, the 
the “logic” offered yields 
reassuring extensions: 


Publishing 
application of 
these less-than- 


(1) If a taxpayer’s capital is being de 
pleted by his government’s policy of de- 
liberate monetary inflation and he makes 
any move to increase his reserves for con- 
tingencies and expansion as an offset to that 
depletion, his capital should at once be fur- 
ther cut by the imposition of a penalty tax. 
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A criterion often used by the courts 
in deciding whether or not 

the imposition of the penalty tax 
is justified is the existence of 
substantial stockholder borrowings. 


(2) If a taxpayer’s earning record has 
been good—presumably as at least a par- 
tial tribute to his business skill in estimating 
uncertainties—he must not be allowed to 
make negative future prognoses and build 
up adequate uncertainty-bearing machines 
to protect himself. 
taken from him. 


If he does, they must b« 


(3) If the Commissioner of Internal Rev- 
enue feels that business will be good, the 
holding and implementation of a contrary 
belief on the part of the taxpayer sh uld be 
penalized. 


(4) If the particular devices toward the 
purchase of which a particular fund is being 
accumulated are not readily available, then 
the fund is not being built up in good faith 


These extensions do not reflect the 
opinions of any particular person or group 
of persons; they merely result from the ap 
plication of the categorical imperative to 
the case of the World Publishing Company. 
Fortunately for the peace of mind of the 
business world, few other decisions on the 
application of Section 102 
moody and capricious. 


have been so 


Quite a different spirit moved the Tax 
Court when it ruled against the imposition 
of the penalty tax on the J. L. Goodman Fur 
niture Company. Mr. Goodman had decided 
to open branch stores in different parts of 
his city in 1935. The opening of the 
branches was delayed by the recession of 
1937, by the imminence of war in 1939 and 
by the outbreak of the war itself shortly 
thereafter. A penalty tax was imposed by 
the Bureau for the years 1942 and 1943, 
during which the annual earnings were 
some $76,000 and dividends $36,000. The 
company had cash and securities on hand 
totalling about $900,000, and the total cost 
of setting up the two contemplated branches 
was estimated at $500,000. Although the 
World Publishing Company, as we have 
seen, actually carried through its expansion 
program at about twice the cost originally 
estimated, while the Goodman Furniture 
Company had not, the court held, in this 
case, that Goodman was entitled to accumu- 
late sufficient funds to open the branch 


stores (even without taking any positive 
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~ps to do so), and that he was further 
entitled to retain a cash fund sufficient to 
meet one year’s operating expense.® 


A criterion, often used by the courts in 
deciding whether or not the imposition of 
the penalty tax is justified, is the existence 
of substantial stockholder borrowings. Such 
borrowings have been present in more than 
half of the won by the government 
under Section 102 and have frequently been 
cited by the courts as determinative. The 
cases of Cecil B. de Mille and William c. 
de Mille are germane. Cecil had accumu- 
lated over $1,500,000 surplus in his film 
production company by 1929 (founded 1923 
with about $250,000), brother 
William’s similar production corporation 
had accumulated a surplus of some $300,000 
sut William’s corportion was held liable 
for the tax, Cecil’s The 
have based its decision 
on the fact that William still owed 
orporation $195,000 which he had bor 
-d in 1926 to make a divorce settlement, 

hat vitiated his contention that the 
retain all of its cash.® 


cases 


while his 


while was not 
court 


largely 


appears to 


n nee de d to 


courts turn the same jaundiced eye, 


they regard stockholder borrow- 


corporate investments in unre 


1 enterprises. Treasury Regulations go 


some 


detail on the question: 


“The business of a 


corporation is not 
mere ly 


that which it has previously carried 
includes in f 


on, but general any line of 
business which it mav undertake. However, 
radical change of business when a con- 
siderable surplus has been accumulated may 
ford evidence of a purpose to avoid the 
If one corporation owns the stock 

ther corporation in the same or a 

line of business and in effect oper- 
corporation, the business of 

latter may be 
although not 
the first c 


the first corporation put 


considered in substance 
in legal form the business of 
poration. Earnings or profits of 

into the 
ugh the purchase of stock or otherwise 
a subsidiary relationship 
is established, constitute employment of the 


income 


Sec¢ md 


may, therefore, if 


in its own business. Investment by 
income in stock and 
securities of another corporation is not of 


a corporation of its 


5J. L. Goodman Furniture Company, CCH 

Dec. 16,614, 11 TC , No. 64 (1948) 
‘Cecil B. de Mille Productions, Inc., 

Dec. 8869, 31 BTA 1161, aff'd 37-1 usrc { 9249 

90 F. (2d) 12 (CCA-9); William C. de Mille 

Productions, Inc., CCH Dec. 8582, 30 BTA 826 

7 Regs. 111, Sec. 29.102-3. 

§ Mellbank Corporation, CCH Dec 


CCH 


10,492 
BTA 1108 


Section 102 


itself to be regarded as employment of the 
income in its business. The business of one 
corporation may not be regarded as in- 
cluding the business of another unless the 
other corporation is a mere instrumentality 
of the first; to establish this it is ordinarily 
essential that the first corporation own all or 
substantially all of the stock of the second."’ 

The application of this principle, of course, 
calls for a good deal of reasoning 
For example, a corporation, which was ac- 
tively engaged in the management and 
operation of a group of banks, was held to 
have been neither formed nor utilized to 
prevent the imposition of the surtax on its 
stockholders through accumulated profits; * 
but a holding which held 
of its income-producing property in_ the 
form of corporate stocks and bonds, was.* 
Similarly, a common law trust operating as 
a holding company was declared not only 
to be taxable as a corporation but also sub- 
ject to the penalty tax for 
accumulation of profits.” 


close 


company, most 


unreasonabk 
In another case, 
the penalty was assessed against a holding 
company in spite of the fact that it claimed 
to be insolvent because of the decline in 
the market value of its securities.“ These 
cases involving admitted or disguised hold 
ing companies take into account the further 
presumption found in Section 102 (b): 


“The fact that any corporation is a mere 
holding or investment company shall be 
prima facie evidence of a purpose to avoid 
surtax upon 


” 


shareholders 


sut this presumption can be overcome 
Where a distribu 


one 


by the facts in the case. 
tion of dividends is, for reason or an 
other, impossible, the courts have declined 
to impose the penalty tax. In one case a 
trustee, holding all the stock of the taxpaye1 
corporation in trust after the death of the 
stockholder, wished to liquidate the 
corporation but unable to do so be- 
cause of the nature of its 

corporation was declared not subject to the 
oe held that 


there could be no purpose to avoid the sur 


sole 
was 
assets: so the 
another case, it was 
tax on stockholders, when the earnings of 
he taxpayer were distributed 

fisc al year but 


vithin the calendar year providing the tax 


‘ 


( orporation 


r the close of its own 


’ Williams Investment Company v. U 

ustc § 1092, 3 F. Supp. 225 (Ct. Cls., 1933) 

Olin Corporation v. Commissioner, 
9489, 128 F. (2d) 185 (CCA-7). 

1 Blaffer & Company v 
ustc {§ 9486, 103 F. 
308 U. S. 576 

Irvington Investments Company 
9043, 32 BTA 1165 


{2-2 uste 


Commissioner, 39-1 
(2d) 487 (CCA-5), cert. den 


CCH Dec 
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period for 94 per cent of its stockholders.” 
And where a distribution has been made in 
good faith, the courts have declined to 
penalize the taxpayer for an honest mistake, 
holding that dividend distributions to the 
sole stockholder of all the gains and profits 
of the taxable year are inconsistent with a 
purpose to avoid the surtax even though a 
later audit may disclose an actual accumu- 
lation of gains and profits.“ Even though 
no actual stockholders 
may have been made, if receipts of a cor- 
poration are offset by larger amounts 
accrued as liabilities payable to the share- 
holders, the receipts are not available for 
distribution and are not considered to be 
accumulations of gains and profits.” 


disbursements to 


The courts also have declined to impose 
the tax upon a corporation in the process 
of liquidation: Since it is without cash and 
cannot resume a good cash position without 
halting liquidation, its accumulation of 
profits cannot be considered to have been 
made for the purpose of avoiding the sur 
tax for its shareholders.” A similar state 
of affairs existed in the case of a corpora- 
tion which had been organized to take over 
a contract for the purchase of stock of an- 
other corporation, the purchase price being 
payable over a period of five years. The 
sole raison d’etre of the corporation was to 
hold the stock intact; its stockholders 
merely made advances to it so that it could 
discharge its contractual obligation to pay 
principal and interest. While the company 
had built up a book surplus, it had no cash 
on hand and owned no assets which it could 
distribute; so the penalty tax was not im- 
posed.” Another corporation had been 
formed to retain control of a closely held 
corporation and to prevent the stock of that 
corporation from coming on the market in 
large amounts. The holding company bor- 
rowed large sums from banks and agreed 
not to pay dividends until they had been 
repaid. In due course, they were repaid, 
and the dividend was distributed. 
The penalty tax was not imposed.” 


income 


In cases to which the presumption of 
Section 102 (b) is not applicable, the courts 
have before them the difficult problem of 
psychoanalyzing the corporation: The court 
must put itself in the position of the board 
of directors, decide if they followed prudent 
policies for improper reasons, or imprudent 


policies for proper reasons, must substitute 
its own amateurish business judgment for 
the professional business judgment of the 
directors, and, on the basis of its conclu- 
sions, hand down decisions which can have 
far-reaching effects on the companies con- 
cerned. The question of what constitutes 
an accumulation “beyond the reasonable 
needs of the business” is a purely practical 
one which only God can answer with real 
certainty—courts generally resort to the 
“smell” test. In a statement released De- 
cember 5, 1947, the Bureau summarized its 
position: 


“Section 102, or a substantially equivalent 
provision, has been in the income tax law 
ever since the modern income tax was 
adopted in 1913. It never has been and is 
not ‘now the policy of the Bureau of In- 
ternal Revenue to apply this provision to 
any corporation unless it withholds from its 
stockholders surplus earnings clearly in ex- 
cess of the reasonable needs of the business 
and for the purpose of enabling stockholders 
to avoid personal income taxes. In deter- 
mining whether surplus is retained for busi- 
ness purposes, it is our unvarying policy to 
give due consideration to the judgment of 
the corporation’s own management as to 
what sums are needed for working capital, 
expansion of facilities, sinking funds for 
debt retirement, contingency funds to cover 
employee benefits and similar bona fide 
business and legal needs. In all question- 
able cases, it is our policy to give the 
corporation’s management an opportunity 
to explain the purpose of its surplus reten- 
tion before applying Section 102. We be- 
lieve the administrative record of the past 
35 years provides ample assurance that 
Section 102 has not been, and is not being, 
applied so as to affect adversely the bona 
fide operation or conduct of any business. 


“To some extent, misunderstanding ap 
pears to have arisen because the 1946 cor- 
porate tax returns asked corporations to 
state whether they had distributed at least 
70 per cent of their earnings to stock- 
holders. The Bureau of Internal Revenue 
used this 70 per cent figure only as a con- 
venient method of selecting corporation in- 
come tax returns for examination, but under 
no circumstances does it use this or any 
other percentage as a measure for liability 
under Section 102.” 





13 Gus Blass Company, CCH Dec. 15,885, 9 
TC 15 (1947) 


4% Corporate Investment Company, CCH Dec. 
10,928, 40 BTA 1156 (1940). 


15 Case cited in preceding footnote. 
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1% Florida Iron & Metal Company of Jackson- 
ville, Dec. 12,585-B (BTA memo. op.). 

11 Sauk Investment Company, CCH Dec. 9436, 
34 BTA 732. 

% Trico Securities Corporation, 
10,997, 41 BTA 306 (1940). 


CCH Dec. 
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Manufacturing concerns generally 
have an easier time with Section 102 
than have other businesses. 


In measuring income for Section 102 pur- 
poses, it must be noted that the Bureau will 
take into consideration all income received, 
whether taxable or not. So, a corporation 
which distributed all of its income but tax- 
free interest was still subjected to the penalty 
tax.” Similarly, proceeds from life insur- 
ance policies are not taxable income to the 
recipient corporation, but are considered part 
of the company’s receipts for Section 102 
purposes: The insurance settlements are not 
subject to either ordinary tax or the penalty 
tax, but the amelioration of the corporation’s 


surplus position 


would, in many cases, lead 
consider further accumula- 
tions to be beyond the reasonable needs of 


the business and hence subject to the penalty. 


the Bureau to 


The ordinary business corporation, when 
faced with the suggestion of Section 102 
liability, may offer the Bureau an imposing 
list of projected improvements, additions 
and expansions which it has delayed putting 
into effect only because it is awaiting the 
propitious moment. Courts have tended to 
these allegations in the same 
light—and for much the reasons—as 
they did the Nuremberg exculpations. In 
many 


regard much 


same 
cases, however, perfectly innocent 
companies may be placed in the difficult 
position of having to justify to the satisfac- 
tion of untrained minds the propriety of 
their own best judgment, while other firms 
clever enough to dress up their “plans for 
expansion” with enough lace and trimming 
may never be called on them—or ever seriously 
contemplate them. In each case, the court 
“smell” the evidence and reac 


must h a decision 


In one case, the accumulation was to pre- 
re for the production of a new product 


was being de veloped to offset an’ ex- 


pat 
which 


existing 
product whose patent was shortly to expire. 


pected decline in demand for an 
The penalty tax was imposed because the 
circuit of appeals noted that the de- 
velopment of the new product had not, dur- 
ing that taxable year, reached the working 


court 


model stage, and that no active preparation 
for the production and sale of the new prod- 


uct was, consequently, a factor of that year’s 
activities.” 

Another taxpayer’s contentions were re- 
jected in the case of a radio broadcasting 
company which owned a 50 KW trans- 
mitter. Its reserve for depreciation amounted 
to $152,299—more than the whole of a new 
transmitter—and it had invested a good part 
of its capital in other enterprises bearing no 
particular relation to broadcasting. Since 
both the Federal Communications Commis- 
sion and the United States Senate had dec- 
lared that no stations more powerful than 
50 KW were to be licensed, the expenditure 
of larger amounts than replacement cost 
could not be considered likely. The tax- 
paver’s suggestion that its funds were also 
being accumulated in anticipation of the ad- 
vent of television, and facsimile, also was 
rejected on the grounds that both of these 
media were experimental in 1940; so that 
the reasonable needs of the business in the 
taxable years did not include the purchase 
of equipment therefor.” 

Manufacturing concerns generally have an 
easier time with Section 102 than have other 
businesses, especially if their business is 
hazardous and competition keen;” but even 
these must rely largely on the good disposi- 
tion of the court for a favorable considera- 
tion of their policy. A tenpin 
manufacturer was adjudged to have accu- 
mulated more than necessary, even though he 
testified that, in his best judgement, his 
business required a ratio of 67.6 per cent 
of net quick (excluding accounts 
receivable) to Also, perfectly leg- 
itimate plant expansion and inventory needs 
are not sufficient cause for the accumulation 
of surplus if the taxpayer is in a position to 
finance the plant expansion and carry through 
its other plans, without jeopardizing his 
financial position.” 


financial 


assets 


sales.” 


The powers vested in the Tax Court, in 
its analysis of cases brought before it, were 
much strengthened by the attitude taken by 
the Supreme Court as to its power of review, 
most particularly in the case of Helvering v. 
Chicago Steck Yards Company which, in 
effect, laid these (1) Where 
the Tax Court’s conclusion was substantially 
supported by the evidence, the result will 
not be changed. (2) 


down rules: 


Prevention of the im- 
position of surtaxes on stockholders need 


”% Bleser Estate, CCH Dec. 11,039, 41 BTA 
643 (1940). 
2 Trico Products Corporation v. McGowan, 
48-2 ustc § 9344, 169 F. (2d) 343 (CCA-2). 
1 Southland Industries, Inc., CCH Dec 
5 TCM 950. 


Section 102 


18,855, 


2 Dill Manufacturing Company, CCH Dec. 
10,712, 39 BTA 1023. 

*% United Block Company, Inc. v. Helvering, 
41-2 ustc § 9772, 123 F. (2d) 704 (CCA-2). 

24 Becton, Dickinson & Company v. Commis- 
sioner, 43-1 ustc § 9304, 134 F. (2d) 354 (CCA-3). 
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not be the dominant motive for surplus ac- 
cumulation in order to subject a corporation 
to the surtax for excessive accumulation. 


On the basis of the same decision, appel- 
late courts have declared their power to re- 
view the findings of the 
circumscribed.” If the 


to be 
was not 
arbitrary and is supported by substantial 
evidence, it is conclusive.” 


Tax Court 
conclusion 


Such self-imposed 
limitation on the power to review does not, 
of course, automatically validate the Com- 
missioner’s original determination. The pre- 
sumption that the determination was correct 
ceases as soon as the taxpayer offers any 
evidence in contra, and the issue, thereafter, 
must depend on the burden of the evidence.” 


In assaying the role of Section 102 in 
current tax policy and the tax structure of 
the United States, it must be recognized 
that heavy taxation tends to result in either 
widespread evasion, as in France, or police- 
state collection, as behind the Iron Curtain. 
That subtle but ineluctable tendency imposes 
on every responsible government an obliga 
tion to keep the total amount of its taxes as 
low as possible while doing all it can to 
make the tax system as coherent and fai: 
as possible. With a new administration taking 
hold in Washington and casting a critical 
eye on the inherited tax and fiscal machinery, 
a unique opportunity exists to weigh and 
measure Section 102. What would a critical 
and objective analysis of this antediluvian 
vestige show? 


For one thing, it would show that most 


of the “canons of taxtion” are violated by 
this tax. Far from being reasonably easy to 


ascertain, it overhangs corporate manage- 
ment as an unmeasureable contingent liabil- 
ity, the imposition of which depends on 


factors 
control. 


over which they may have little 
It imposes an unreasonable burden 
upon those corporations against which it is 
assessed, since it taxes triply those earnings 
which, in any case, cannot avoid being taxed 
doubly. It arbitrarily discriminates between 
competitors and may have the effect of en- 
couraging the 
power by 


concentration of economic 
taxation of the 
weaker corporations which are not able to 


hire adept tax experts. 


discriminatory 


It does not apply 
equally to all classes of business. It can be 
avoided by shrewd window-dressing. It in- 


terferes with normal business transactions 


and the exercise of normal business judgment 


% Trico Products Corporation v. 
stoner, 43-2 ustc § 9540, 137 F. 
cert. den. 320 U. S. 
ration v. McGowan, cited at footnote 20 
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(2d) 424 (CCA-2), 


Commis- 


799; Trico Products Corpo- 


It is uncoordinated with other revenue 
measures, existing quite apart in a kind of 
ogre’s castle, from which it emerges only at 
irregular intervals, to wreak the havoc usual- 
ly associated with ogres. It does not tend to 
produce any particular result except the addi- 
tion of an artificial hazard to the many nor- 
mal hazards involved in conducting a business 
Ever since the 1936 abolition of the exemp- 
tion of corporate dividends from normal 
tax, Section 102 has had no power to pre 
vent tax avoidance: All corporate earnings 
properly reported are necessarily subject to 
full double taxation. All the section can do 
is to prevent the taxpayer from postponing 
one of the two taxes to a later year—it is 
difficult to see how such a postponement is 
any more against the public interest than 
the several kinds of tax 
plicitly 
system, 


postponement ex 
countenanced by the income tax 
As a matter of fact, with an in 
number of stabilizers, 
some of them quite costly, being set up by 
the federal government, the use by taxpayers 
of income-stabilizing devices logically should 
be encouraged on grounds of public contra- 
cyclical policy. 


creasing economic 


The uncertainty and confusion created in 
corporate management by the standing 
threat of a harsh penalty tax is an unneces- 
sary harassment. The mere attempt to re 
coup capital, wiped out by governmental 
monetary inflation, may be with the 
bludgeon-stroke of a 38% per cent special 
penalty. Section 102 is largely a meaningless 
vestige and could probably be repealed wit! 
out the least effect on governmental revenues 
or the nation’s economy. Even if not re 
pealed, it should at least be modified by 
shifting the burden of proof from the cor 
poration to the government. At present, the 
corporation is guilty until it proves itself 
innocent—a state of affairs repugnant to the 
accepted standards of justice in the United 
States. By making the government prove its 
case, the law would prevent the arbitrary 
and capricious use of the section, 


met 


Failing such an amendment, it might be 
possible to broaden the accounting period 
for purposes of determining the accumula- 
tion of surplus—say, to five years. A signifi- 
cant step forward was taken in the 1951 
Revenue Act’s exemption of long-term cap- 
ital gains (subject to certain corrections) 
from consideration as accumulations of sur- 
plus. But, for Section 102 as for other can- 
cers, surgery is the best remedy. [The End] 

2% Gibbs & Cox, Inc. v. Commissioner, 45-1 
ustc { 9154, 147 F. (2d) 60 (CCA-2). 

21 Hemphill Schools, Inc. v. Commissioner, 43-2 
ustc § 9585, 137 F. (24) 961 (CCA-9) 
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Payments by a Partnership 
to Former Partners or Their Estates 


By PAUL LITTLE, Attorney, New York City 


N the usual partnership which is en- 
gaged primarily in rendering personal 
services for a commission or fee, various 
encountered in 
which a 


should 


problems are 
the interest 
partner 


determining 
deceased or retired 
have, if any, in the firm’s 
earned but uncollected fees or commissions 
at the withdrawal, hereinafter 
referred to for convenience as “future” 
or commissions. It often will be recognized 
that the withdrawn partner already 
assisted the firm in earning certain 
and commissions which will be col- 
lected, and that he, therefore, should be 
entitled to share in such Similarly, 
various problems are encountered in deter- 
mining the desirability of 


date of his 


fees 


has 
fee Ss 


later 
fees. 


granting the 
withdrawn partner or his estate a certain 
right to share in future firm income. Cer- 
tainly, in many may 


right be 


cases, the 
that 


partners 
deem it advisable 


created. 


such a 


Although the solution to these problems 
should depend primarily upon the business 
judgment of the partners themselves, a 
decision in favor of such arrangements cre- 
ates income tax problems of sufficient 
gravity that business judgment alone will 
The 
arrangements are 


difficult to 


not sumece. 


tax consequences of such 
obscure, and 


outcome ol 


somewhat 


it is predict the 


litigation in this area. Moreover, the pen- 


Many Problems Are Eliminated 
by the Use of Agreements Which 


Are Clear and Concise 


alty for error can be severe: The payments 
to the withdrawn partner or his estate may 
be considered capital expenditures by the 
remaining partners. As such, they are not 
deductible, and the remaining members of 
the firm, taxed upon the 
entire income,. unreduced by 
any payments made to the withdrawn part- 
ner or his estate. 


therefore, are 
partnership 


As is the case with so many tax problems, 
the obscurity surrounding the tax conse- 
quences of these arrangements results pri- 
marily from an attempt by the courts to 
close a tax loophole in the early law. 
Therefore, before any satisfactory conclu- 
sions can be reached as to the present tax 
treatment of the right of a withdrawn part- 
ner to future fees and 
right to receive pay- 
ments out of future firm profits, the histori- 
cal development of this problem first needs 
to be analyzed. 


share of 
commissions or his 


receive a 


The basic statute involved is Section 42 
of the Internal Revenue Code. It was 
amended by the Revenue Act of 1934 in a 
manner designed to close a tax loophole 
resulting from the developments in the in- 
come tax law dealing with the treatment of 
income earned by a deceased partner.’ Prior 
to the 1934 amendment, the courts may well 
have been under considerable 
protect the revenue in the 


pressure to 
face of this 





Section 42 subsequently was amended fur- 
ther by the Revenue Act of 1942, but this latter 
amendment was designed merely to alleviate 
eertain hardships resulting from the operation 
of the section. The 1942 amendment, therefore, 
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has little fundamental effect upon the basic 
problem under consideration, since the tax 
loophole existing before 1934 continued to 
remain closed. 
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This article will appear later 

as a supplement to the 
author's book, Federal Income 
Taxation of Partnerships. 


substantial tax loophole. Therefore, these 
early decisions need first be considered in 
order to determine if any distortion in 
rationale or conclusions actually resulted 
from that early pressure. Those holdings 
and the later cases must then be examined 
in the light of subsequent developments, in 
an effort to determine whether such early 
distortion, if any, continues to prevail. 


BEFORE THE REVENUE ACT OF 1934 


Right of Deceased Partner to Future Fees 


Before the Revenue Act of 1934, Sec- 
tion 42 merely provided, in substance, that 
the amount of all gross income 
should be reported in the taxable year in 
which they were received, unless, under 
proper methods of accounting, they were 
to be reported as of a different period. 
The Court of Claims first ruled upon the 
proper tax treatment of the right to future 
commissions in the hands of a deceased 
partner in Nichols v. U. S? At the date 
of his death, Nichols was a member of a 
partnership which sold goods on commis- 
sion. Certain of these commissions had 
been earned at the date of his death, but 
had not been collected. Nichols ac- 
counted for cash 
and 


items of 


Since 
income by the receipts 

future 
court not 
to be properly includible in his gross income 
for any period prior to or ending with his 
death. Nevertheless, the right to 
commissions and included in 
Nichols’ gross estate for federal estate tax 
purposes. 

When the subsequently received 
Nichols’ share of these future commissions 
from the Commissioner 
contended they were taxable as income to 
the The held 


otherwise, stating: 


disbursements method, these 


commissions were held by the 


such 


Was valued 


estate 
partnership, the 


estate. Court of Claims 


21 usre { 225, 64 Ct. Cls. 241 (1927). 

*E. 8. Helier, CCH Dec. 3380, 10 BTA 53 
(1928); William K. Vanderbilt, CCH Dec. 3764, 
11 BTA 291 (1928): Katherine K. Gillette, CCH 
Dec. 4639, 14 BTA 580 (1928); Jackson B. 
Kemper, CCH Dec. 4705, 14 BTA 931 (1928); 
Jacob L. Loose, CCH Dec. 4818, 15 BTA 169 
(1929): City Bank Farmers Trust Company, 
CCH Dec. 8623, 29 BTA 190 (1933). 
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“For taxation purposes the individual’s 
income during his lifetime and the income 
of his estate are distinct things, the indi- 
vidual and his estate being separate en- 
tities When, therefore, an item is 
properly determined to constitute a part of 
the gross estate of a decedent for estate tax 
purposes it cannot by any sort of reasoning 
be made to constitute a part of the income 
of the same estate. The income of an 
estate which the statute taxes is, generally 
speaking, the income which accrues after 
the estate begins, and it begins with the 
decedent’s death. . . . In these circum- 
stances, the right to receive from the part- 
nership the distributive share to which the 
decedent was entitled passed at the time 
of his death to the executors as an asset 
of the estate, and when the amount was 
ascertained and paid it became part of the 
estate not as income but corpus.” 

The Board of Tax Appeals, presently 
known as the Tax Court, and hereinafter 
referred to by that name for convenience, 
accepted and followed this principle . 
when a 
cash basis decedent died, items of accrued 
income him 
and included in his estate, 
income tax in the hands of the estate or 
heirs of the decedent, except to the extent 
the amounts received by the estate exceeded 
its basis for inherited property under Sec- 
tion 113 (a) (5).* 
if the transaction 
sulted in a 
future 


As a result of these decisions, 


valued 
escaped 


which 
gxToss 


earned by were 


This result also obtained 
was deemed 
sale of 


to have re- 
interest in 
fees Or commissions, since payment 
therefor normally would be made after the 
date of his death.® 


decedent’s 


Right of Deceased Partner to Share 
in Future Firm Profits 


The Nichols treatment of fees or commis- 
sions, which had actually been earned by 
the decedent, must be distinguished, how- 
ever, from the method of taxing items of 
income which could not be attributed to the 
decedent under either the cash or the ac- 
crual method of accounting for income, even 
though such items might properly be in- 
cludible in decedent’s gross estate. 


the case of Bull v. U. S$ 


Thus, 
involved a personal 


Property Transmitted at 


*Sec. 113(a)(5). 
Death.—“‘If the property was acquired by be- 


quest, devise, or inheritance, or by the dece- 
dent’s estate from the decedent, the basis shall 
be the fair market value of such property at 
the time of such acquisition. .. .’’ 

5 Bavier C. Miller, CCH Dec. 11,041A, 38 BTA 
487 (1938) (acq. 1938-2 CB 21). 

® 35-1 ustc § 9346, 295 U. S. 247. 
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Service type partnership engaged in the 
business of ship brokers, in which the part- 
ners made no contribution to capital. Upon 
the death of one partner, the agreement 
contemplated that the partnership might be 
continued for one year, and his estate would 
“receive the same interests or participate 
in the same extent” as the 
deceased partner would have if he had been 
living 


The decedent died on February 13, 1920, 
and his share of firm profits from the be- 
ginning of the year until that date 
approximately $24,000. He had no accumu- 
lated profits interest in tangible 
property belonging to the firm. Also, the 
opinion does not consider that he may have 
had any interest in future fees or commis- 
During the remainder of the taxable 

which died, his estate 
received approximately $200,000 as its share 
of firm profits accrued after the 
death. 


losses to the 


was 


and no 


sions. 
year in decedent 


date of 


In filing an return, the dece 
dent’s interest in the partnership was valued 
by his executor at $24,000. The Commis- 
sioner subsequently required that this value 
be increased by $200,000, and an estate tax 
was then paid upon this increase. In the 
income tax return of the 


estate tax 


estate, no portion 
the $200,000 was reported as 
he Commissioner determined 


$200,000 was taxable 


income. 
that this 
income to the estate 
and that no deduction could be allowed on 
account of the inclusion in the gross estate 
of decedent’s partnership interest. 
Ch uurt of Claims held that the sum 
from the profits 
decedent was 
income to the estate in the year received. 
The Supreme Court affirmed on this point, 


intimating that, 


received partnership as 
} 


earned after the death of the 


as a result of the agreement, 
the estate was a partner in the firm. The 
Court failed to consider that the right to 
receive profits for one year may have been 
substituted for right to future 
fees or commissions which would have been 
under the Nichols 
However, it clearly ruled that 


decedent’s 
nontaxable doctrine. 
mere inclu- 
would 
imposition of 
amounts are re- 
this assault 
upon the Nichols rationale necessarily weak- 


sion of an itern in the gross estate 


not prevent the subsequent 
when the 


Thus, 


an income tax 
ceived by the estate 


ened that decision somewhat. However, 
Nichols nevertheless continued to retain con- 
siderable vitality, inasmuch as it had in- 


volved an item of income attributable only 


to the decedent, whereas, in the Bull case, 


* Cited at footnote 5 
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the income was earned after death and 
could only be attributed to the estate. Thus, 
the Court of Claims, itself the originator of 
the Nichols doctrine, held these items tax- 
able income to the estate when received, 
thus indicating that in its own mind, at 
least, the validity of that doctrine was not 
involved. 

In the course of the opinion, the court 
formulated the rule that payments which 
were made under profit-sharing agreements 
under these circumstances were taxable as 
income to the estate, but explained that 
payments constituting the purchase price of 
assets or a partnership interest bought from 
the decedent would be taxed as income to 
the surviving partners. However, no sale 
was held to have been made to the survivors 
since the decedent had no investment in 
the business and owned no tangible prop- 
erty connected with it. 

The following test was applied in deter- 
mining the existence of a sale: 

“Where the effect of the contract is that 
the deceased partner’s estate shall leave his 
interest in the business and the surviving 
partners shall acquire it by payments to the 
estate, the transaction is a sale, and pay- 
ments made to the estate are for the account 
of the survivors. It results that the sur- 
viving partners are taxable upon firm profits 
and the estate is not.” 

In Bavier C. Miller,’ the Tax Court relied 
upon this statement in the Bull opinion; 
found that there had been a purchase and 
sale of decedent’s interest in the partner- 
ship; and, not inconsistent with the Nichols 
principle, held the proceeds of the sale 
were not taxable income, but were corpus 
when received by the estate. 

Shortly after the Bull decision in 1935, 
the Tax Court considered this problem in 
the case of Gussie K. Barth® which involved 
a law partnership in which none of the 
partners had any capital investment and 
with respect to which the court found that 
no good will existed. The partnership 
agreement provided that “interest of the 
decedent shall be determined” by the wife 
getting a specified proportion of his share 
of future income over a period of years. 
The issue presented was whether or not 
payments to the widow in 1932 constituted 
income taxable ta her. The widow con- 
tended that the two-man partnership ter- 
minated at the date of her husband’s death 
and that decedent’s interest therein had 
been sold. Thus, the payments to her would 


* CCH Dec. 9590, 35 BTA 546 (1937). 
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apparently have escaped income tax under 
the Nichols principle. 

The court stated that it could find no capi- 
tal assets in existence which belonged to the 
firm and no good will. Therefore, it 
pointed out these could not have been the 
subject matter of a purchase and sale, and 
that no such transaction, in fact, had taken 
place. In addition, although the widow 
contended that the decedent had an interest 
in certain future court held that 
the proof did not show that any portion of 
the amounts received were attributable to 
such fees. Therefore, although the court 
readily that the receipt by 
the widow of decedent’s share of fees earned 
but uncollected at the date of his death 
was a return of corpus and not subject to 
income tax, it held that, because of the 
failure of the taxpayer to carry the burden 
of proof, the 


fees, the 


acknowledged 


entire amount received 


be treated as ordinary income. 


must 


As a result of these decisions, under the 
law as it prior to the 
of the 1934, payments to 
the estate or legatee which could be shown 
to be payments for j 
future fees or commissions were 
corpus of the estate. 


income tax in the 


stood 


effective date 


Revenue Act of 
decedent’s share of 
considered 

As such, they escaped 
hands of the recipient 
except to the extent the payments exceeded 
the basis for such 
113 (a) (5). 


fees under Section 


Problems of Remaining Partners 


If a partner’s withdrawal was caused 
by his death, the preceding cases indicate 
that in order for his interest in future fees 
to be subject to income tax there must 
have been a purchase thereof by the sur 
viving partners. Therefore, it may be 
assumed that the courts under 
pressure to the revenue by finding 
the existence of a purchase and sale, if rea- 
sonably possible in the light of a given set 
of facts. In one of the first such 
involving the remaining partners, the courts 
made it plain that the f 
specific language 


were some 


protect 


cases 


mere absence of 
would not handicap its 
search for such a purchase and sale. Thus, 
in Willard C. Hill, the partnership agree- 
ment provided that upon the death of a 
partner, the survivors would pay annually 
to his estate sums equal to what would 

*CCH Dec. 4640, 14 BTA 572 (1928), 
38 F. (2d) 165 (CCA-1, 1930). 

%”CCH Dec. 4641, 14 BTA 584 (1928) (acq. 
1946-2 CB 42), aff’d 2 ustrc 7 506, 39 F. (2d) 
420 (CCA-1, 1930). The courts also found such 
a sale to the surviving partners upon similar 
facts in the case of Benedict v. Price, 38 F. (2d) 
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have been his share of the net profits for 
the first three years after death, and monthly 
thereafter to his estate 5 per cent of such 
profits for the fourth and fifth years. The 
agreement then stated that “the completion 
of these payments shall be in full settlement 
of the said deceased partner’s interest, and 
the business shall 


property of the 


1 


become the sole 


then 
surviving partners.’ 

The survivors 
was the 


admitted that at no time 
estate a member of the firm, but 
contended that the payments to the 
deductible 
income. It 


estate 


were from partnership gross 
was pointed out by the Tax 
Court that, at the time the partnership was 
formed, it was 


had 


assets 


decedent's 
that, if the 
any individuals, 
would 


recognized that 
monetary value; 
were sold to 
only a part of that value 
nized; that the agreement, 
; aoe ae “ 
provided that, upon decedent’s death, “if the 
surviving partners wanted to carry on the 


interest 
firm 
be recog 


and 


therefore, 


business, they should pay to the 


estate ol 


the deceased reasonable amour 


partner a 
he purchase price of 
h 


the deceased 
a 


lare in the 


I partnership assets.” 
the light of 


this finding and the language 


of the partnership agreement, the court had 
no difficulty finding that the payments con 
stituted the purchase price of the decedent's 
interest and, therefore, were not deductible 
from partnership income The ¢ 

Appeals for the First Circuit agreed 
Tax Court and the Circuit 
the same result on substantially th« 


facts in Arthur K. Pope.” 


Court 


after the Hill and 
Tax Court was again 
with this problem under another 
agency partnership agreement in 
Gudeon™ 


Five years 


Pope 
sions, the presented 
insurance 
Walter 7 
Under this agreement, no capital 
contributions were made to the partnership, 
and the firm owned no tangible assets or 
good will. Upon writing a policy, the firm 
entitled under the insurance agency 
contract to receive any renewal commissions 
which might be collected during the ensuing 
15 years. Upon the death of a partner, his 
was entitled to his share of the re 

newal commissions on policies written dur 

ing his life. However, in order to simplify 
the accounting for renewal commissions, the 
agreement provided for annual payments 
to the estate in a diminishing 1/16 of the 
decedent’s share of total net profits in the 


was 


estate 





309 (DC N. ‘*., 1929), involving an insurance 
brokerage partnership agreement which pro- 
vided that payments to the estate were in full 
payment and satisfaction of decedent's interest 
in the firm; and in Lyman M. Drake, CCH Dec 
10,445-A (BTA memo. op., 1938) 


"™ CCH Dec. 8886, 32 BTA 100 (1935). 
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death. 


sion the 


vear of With respect to this provi- 
agreement expressly stated that 
“the intent being that at the end of fifteen 
years from the date of death the interest 
of the deceased partner in the business of 
the co-partnership and the good will thereof 
shall cease and be limited to the provisions 
of this paragraph.” 

The partnership made payments to the 
estate of a deceased partner in 1926, 1927 
and 1928, and sought to deduct the amounts 
thereof. The Commissioner contended that 
the Hill and Pope cases required that the 

itire partnership income be 

Although, of 
not mention the 


taxed to the 
course, the court 
the pressure to 
protect the revenue, to which it may have 
previously [ 


tact, 


been subjected in this type of 
reduced somewhat since the state- 
that the had 
included these payments in income. 
then 


| 
self and found that no sale had been made: 


case, was 


ment ot tacts reports 


estate 

- , 

regularly 
1} 


Che court examined the agreement 


it 


“Since none of the partners of the old 


partnership had contributed any capital to 
the partnership and the partnership had no 


assets other than the right under the agency 


contract to renewal commissions 
: 


lection fees on reé 


and col 
newal premiums, and since 
under this agency contract a deceased agent’s 

to renewal 


commissions passes to 


estate, the continuing partnership col- 


lected the renewal commissions on business 
written during Gudeon’s life subject to his 
interest therein. 
‘The effect of the partnership agreement 
partner’s rights under the 
contract was that if the surviving 
partners continued the business of the part 


( 
] . } 
on a aeceased 


agency 


nership for their own usé 


and benefit, they 
ld liquidate the i 


cou deceased partner’s in 
terest in the renewal commissions collected 
by paying to his estate the portion of the 


net profits set forth in paragraph 14. 

“Based on actuarial tables it had been 
that a portion of 
profits of the business each year 
for a period of 15 years would be equivalent 


letermined 


diminishing 
the net 
to a deceased partner’s share of the renewal 
commissions and fees on renewal premiums 
which would be collected during each of 
the 15 years. Since there is no profit in the 
collection fee paid after the fifteenth re 
newal premium, the interest of a deceased 
partner in commissions 
liquidated at the 
fifteenth year. 


renewal and fees 
end of the 
This method of computing 
a deceased partner’s interest in the renewal 


commissions and collection fees simplified 


would be 


the accounting records to be kept by the 
insurance company and the partnership. 

“The evidence is clear that the provision 
in paragraph 14 was adopted by the partners 
as a simple method of determining a deceased 
partner’s share of the renewal commissions 
received on business written during such 
partner’s life and that it was not intended 
by such provision to purchase anything from 
the deceased partner.” 

The court found the Hill and Pope deci- 
sions “easily distinguishable.” Its holding 
that there assets had been 
founded upon the fact that the partnership 
had only one asset of any value, the insur- 
ance agency contract, and it was clear under 
the agreement that decedent’s estate ac- 
quired decedent’s rights under that contract. 
On the other hand, the court pointed out 
that in Hill and Pope, the companies held 
no such agency contracts, but did own other 
assets of considerable value. Also, the 
records in the Hill and Pope cases showed 
contributions to capital, new members being 
taken in following the death of a partner, 
and new agreements being executed. These 
latter factors presumably pointed to the 
existence of a sale. 


While that there had been no 
sale of an interest in future fees since they 
were distributed to the estate as such, the 
basis upon which the Gudeon opinion dis- 
tinguishes Hill and Pope leaves some doubt 
that the same result would obtain if the 
deceased had a further interest in the part- 
nership which was capable of being sold. 
On principle, however, this would not ap- 
pear to be a valid basis of distinction if 
the agreement completely segregated such 
further interest. Another question is also 
left unanswered by the Gudeon decision. 
There the substituted measure of the amount 
of decedent’s interest in future commissions 
had been most carefuly worked out, based 
upon actuarial tables, so that the yearly 
payments actually received by the estate 
would be approximately equal to the de- 
ceased partner’s share in fees actually col- 
lected. The case leaves open the question 
of whether a less exact substituted measure 


was no sale of 


holding 


would be acceptable as allowing the profits 
to be received qua profits, or whether it 
might result in a finding that the value 
of the right to receive the profits had ac- 
tually been roughly estimated and then sold 
in exchange for installment payments. 
This problem was again considered by 


the Tax Court in the of W 


case Frank 


Carter.” There a law partnership agree- 





*? CCH Dec. 9671, 36 BTA 60 (1937) 
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ment provided that “in the 
death of any member, 
shall receive 


event of the 
his heirs 
a sum equal to one-half 
of the amount actually received by such de- 
ceased partner during the two calendar years 
next preceding such death Such pay- 
ment shall be in lieu of all interest which 
the heirs of such deceased partner 
may have in any fees received by the firm 
subsequent to the date of such death 
and in full payment of the interest of such 
deceased partner in the library and office 
equipment of such firm.” (Italics supplied.) 
The surviving partners made payments 
in 1932 to the estate of a deceased partner 
under the terms of the agreement quoted 
above. The Commissioner contended that 
the amount of such payments, nevertheless, 
was includible in the partnership income. 
The survivors offered no evidence as to 
what assets, if any, the partnership owned 
as of the date of death of the deceased 
partner, other than a library and 
equipment. Neither was the value of these 
latter two assets disclosed. The court 
found the intention underlying the agree- 
ment to be as follows: 


office 


“The agreement of January 1, 1927, wis 
entered into for the purpose of eliminating 
a partnership administration upon the death 
of a partner, to eliminate the necessity of 
an accounting over a long period of time 
by the surviving partners of the firm to 
the decedent’s personal representatives, and 
to fix at death a definite sum for payment 
to the estate of any deceased partner as 
the only obligation from the surviving mem 
bers to his estate, and regardless of whether, 
in the absence of such agreement the amount 
payable to the deceased partner’s estate for 
his interest in the copartnership would have 
been greater or less than the amount fixed 
by the agreement.” 

The court then stated the 
question to be as follows: 


fundamental 


“Solution of the problem here depends 
upon whether the sum paid to Burkham’s 
estate represented his share of fees earned 
by the partnership prior to but uncollected 
at the time of his death, or whether such 
payments constituted the consideration paid 
by the surviving members for Burkham’s 
interest in the old partnership and its assets. 
Bull v. United States, 295 U. S. 247.” 

Although the court recognized that there 
had been an attempt to provide a substi- 


tuted measure for the decedent’s interest in 
future fees and commissions, it, neverthe- 
less, held that by the payment of a definitely 
ascertainable consideration, the survivors 
purchased the entire interest of the deceased 
partner in the firm and its assets. As a 
result of the agreement, the survivors became 
the exclusive owners of the uncollected 
future fees which then became a part of 
partnership income taxable to them when 
received. The court cited and relied upon 
both the Hill and Pope decisions, but did 
not mention or attempt to distinguish the 
Gudeon decision. As it stands, the Carter 
opinion makes it clear that there can be 
a sale of an interest in future fees, as well 
as other elements, of which a partnership 
interest is composed. However, because 
of the type and amount of proof presented 
and the general terms of the partnership 
agreement, it is submitted that the decision 
does not foreclose the possibility that the 
decedent’s interest in future com- 
missions may be liquidated under the Gudeon 
rationale, when the estate retains an inter- 
est therein either directly or based upon a 
substituted measure for 
amount thereof.” 
fact that the decedent in the 
had an interest in other firm assets, it is 
further submitted that the decision does not 
completely foreclose the right of the par- 
ties to liquidate decedent’s interest in future 
fees, even though the remainder of his 


interest in the firm is treated separately 
‘ 


frees or 


determining the 
In addition, despite the 


Carter cas¢ 


and in a different manner.’ 

The above cases indicate a complete will- 
ingness amounting almost to eagerness on 
the part of the courts to find the existence 
of a purchase and sale from the decedent 
to the survivors. As a result of such sale, 
required to take into 
amount of partnership 

having the payments 
income of the 
would escape tax. 


the survivors are 
income the entire 
profits, rather than 
considered which 
Attempts by the parties 
to provide a substituted measure for the 
liquidation of decedent’s interest in future 
fees or were disregarded in 
every case in which a purchase and sale 
could be read into the agreement. In the 
one case reaching a result, the 
decedent’s interest in future commissions 
was very clearly being liquidated rather 
than sold, and the estate reported the pay- 
ments in its own income tax return so that 
no tax avoidance resulted. 


decedent 


commissions 


contrary 





% But see Raymond 8. Wilkins, CCH Dec. 
15,310, 7 TC 519 (1946), aff’d 47-1 ustc { 9270, 161 
F. (2d) 830 (CCA-1), discussed in text at 
pp. 445 and following. 
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™ See the discussion of this point, in the light 
of the later cases, later in text at pp. 473-474. 
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In addition, the 
willingness on the 


Bull indicates a 
part of the Supreme 
Court, in the absence of a clear agreement, 
to overlook the fact that a limited interest 
in future operating profits may be granted 
to the estate as a substituted 
decedent’s interest in future 
missions. Since this income earned 
after decedent’s death, it was treated as 
income to the estate and subjected to tax, 
rather than being income of the decedent 
which would escape tax. 


case 


measure of 
fees or com- 


was 


AFTER THE REVENUE ACT OF 1934 


The possibility that payments of this type 
to the estate of a deceased partner might 
entirely escape income tax moved Congress 
to amend Section 42 by the Revenue Act of 
1934. As amended, the section contained 
the following sentence: 


In the case of the death of a taxpayer 
shall be included in computing net 
income for the taxable period in which falls 
the date of his death, amounts accrued 
up to the date of his death if not otherwise 
properly includible in respect of such period 
ora prior period.” 


there 


his provision was construed by the Su 
preme Court, in Helvering v. Enright,” as 
requiring a deceased law partner to accrue 
final return his share of 
earned but uncollected at the 
death. Thus, the Enright 
tively eliminated any pressures to 
might theretofor« 
subjected because of the tax 


in his legal fees 
date of his 
effec 
which 


been 


decision 


the courts have 
avoidance 
possibilities in this situation.” 

As a result of these developments, after 
date of the Act of 
1934, there no longer existed the possibility 
that the 


the effective Revenue 


interest of a future 
fees or commissions would escape income 
tax in the absence of a sale of his interest 
to the Following the Enright 
decision, decedents and their estates were 
placed upon about the 


decedent in 


survivors. 


footing as 
retiring partners in so far as taxability of 
income was concerned. Therefore, the cases 
arising under 


Same 


this new statute need to be 
whether 
velopments are reflected in any way in the 
attitude of the courts toward the problem 


of purchase and sale, and toward the solu 


analyzed to determine 


these de 


% 41-1 ustc § 9356, 312 U. S. 636 

* This enlarged 
urally caused a pyramiding of 
decedent's final return and often resulted in 
substantial hardship to the decedent’s heirs 
This hardship was alleviated in 1942 by fur- 
ther amendments to the statute, generally re- 


“accruals” nat- 
income in the 


concept of 
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tion of the tax problems of the 
parties who might be involved. 


various 


Sale v. Liquidation of Interest 
in Future Fees 


As indicated above, under the law as it 
stood prior to the Revenue Act of 1934, 
the question of whether or not there had 
been a sale by the withdrawing partner 
was a matter 
particularly to the surviving partners. 
cases under the 1934 
Acts necessarily bear 
and, for 
those in 
whether 


of considerable importance, 
The 
later Revenue 
this problem 
subdivided into 
withdrawing partner, 
merely retired, had 
only an interest in future fees or commis- 
sions, and those in which his interest in the 
firm had value, aside from his interest in 
such fees. 


and 
upon 
convenience, are 
which the 
deceased or 


Previous Interest Limited to Future Fees. 
—In the Tax Court case of Raymond S 
Wilkins," a law partnership agreement pro- 
vided that, the death of a partner, 
“the value of such partner’s interest in the 
and business shall be taken 
to be a sum equivalent to his percentage 
of one quarter of the amount distributed 

as net profits during a period of two 
years next preceding the death . ae 
agreement then provided that the payment 
of this amount would be made in install 
ments. The Tax Court found that the firm 
had no real capital, no tangible assets of any 
substantial value, no good will, and that 
it long had been the custom and the under- 
standing of all members of the firm that the 


upon 


assets 


only interest of a deceased or retiring part- 
ner was in the fees which were earned but 
uncollected at the date of his death. 

The court found that this particular part 
of the agreement had been adopted because 
of the firm’s past experience with deceased 
and retired partners. In one instance, seven 
years elapsed from death to the final settle- 
ment of decedent’s interest in earned but 
uncollected fees. Therefore, this provision 
was adopted as a rule-of-thumb measure- 
ment of the decedent’s interest in such 
cases in order to avoid a repetition of this 
cumbersome and unsatisfactory method. 

The 
Frank 


Commissioner that W’ 


since the 


contended 
Carter™ was controlling 


quiring the estate or heirs to report such 
items of income in respect of the decedent as 


income in the year received, without the benefit 
of the basis provisions of Sec. 113(a)(5). See 
Code Sec. 126 

‘7 Cited at footnote 13 

** Cited at footnote 12 





agreement in that case also had provided 
for payment of a sum certain in lieu of the 
deceased partner’s interest in uncollected 
fees and his interest in the assets and busi- 
ness of the firm. The court found that 
while in the instant the agreement 
spoke of the payment as representing the 
interest of the deceased in 


case 


the assets and 
business of the firm, in fact, his only inte 
est was in but uncollected 
Therefore, the court held that Carter was 
not a complete answer to the problem since 
there would be no sale of a partnership 
interest, as such. The court then held: 


“In substance, under the partnership 
agreement and by virtue of the payment 
made, the surviving partners acquired from 
the estate the right to 
collect in future years when due, and keep 
as their own, which the decedent 
For practical purposes, it 
was equivalent to the acquisition of a re- 
ceivable for a cash consideration.” 


earned fees 


decedent or his 


fees in 


had an interest 


Thus, the court found 
there had been a purchase and 
that the subject matter was the 
decedent’s interest in uncollected fees rather 
than his partnership interest. The opinion 
recognized that the would have 
to offset their cost of acquiring this interest 
against the 


would be 


that under the 


agreement 
sale, but 


survivors 


which otherwise 
due the decedent, and that this 
would require the very which 
the partners had to avoid by their 
agreement. The court observed: 
“Doubtless 
grettable 
way 


share of fees 
accounting 
sought 


that 
one; but we 
under the 


result is a re 
know of no other 
law as it now exists in 
which the matter may be handled properly 
We may observe, however, that the Bull, 
Gudeon and Coates cases, supra, point to a 
method under which the purpose might be 
accomplished with the desired result.” 

In view of this comment, the basis of the 
Court for distinguishing these three cases 
is enlightening. The opinion states: 

“It does not follow that the 
partners are entitled . . . to 


[the] 


or successor 


surviving 
treat 

partner in a continuing 
and the payment made 
to the estate as a distributive share of part- 
nership income The agreement neither 
provided nor contemplated that his estate 
should be a partner in the firm, or that it 
should i f 


estate as a 
firm 


have a share in or percentage of 
partnership profits, as such, for a period 
of years or other fixed time following his 


death. The payment to which the estate 


1” Cases cited at footnote 6 
2 Cited at footnote 11. 
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was entitled was a sum certain, payable at 
all events, having no aspects of a distribu- 
tive share of partnership income. In this 
respect the instant case is unlike Bull v. 
United States, 295 U. S. 247, and Walter T. 
Gudeon, 32 B. T. A. 100, upon which peti- 
tioner relies. For the same reason, our 
recent decision in Charles F. Coates, 7 T. C 
125, is also distinguishable.” 

Upon appeal, the Court of Appeals for 
the First Circuit affirmed the Tax Court 
decision on the Dobson principle, although 
it indicated that, in its own opinion, the 
question was a doubtful one. 

With reference to the distinction which 
the Court made between the Wilkins 
and Bull” decisions, it will be recalled that, 
in the latte agreement contem 
plated that the partnership might be con- 
tinued for year after the 
partner, and that his estate wot 
the same interest or participate in 
to the 


1 
al 


Tax 
case, the 


one 


deceased 

The court inti- 
mated that, under this agreement, the estate 
continued as a partner in the firm. Thus, 
in Bull, both distinction appar 
ently were present: (1) The was 
considered a partner in the firm, and (2) it 
was to share 


same extent” as the 


ner would have if living. 


bases of 
estate 
in future firm profits, as such, 
for a period of time. 

In the Gudeon 
Court found the decedent’s estate w: 
a partner in the continuing partnership 
Nevertheless, the second basis for 


case, however, the 


distin¢ 
tion mentioned in Wilkins was present, that 
is, the agreement clearly contemplated that 
the estate was to receive a share in future 
firm profits, qua profits, for a period of 
years. Similarly, in the Coates case,” dis 
cussed within, the Tax Court found that the 


cle ce dent’s 


estate was not a partner in 
the continuing partnership, but that, under the 
agreement, it was to receive a stipulated 
future 


profits. 


share of operating profits of the 

The Wilkins opinion, 
therefore, indicates two basic methods which, 
in the opinion of the 


firm, qua 
Tax Court, will re 
quire the share of profits paid the decedent’s 
estate to be taxed to that estate and not to 
the First, under the Bull and 
Coates decisions, it may be agreed that the 
will receive a_ stipulated 
operating profits, or 
whether or not it 


survivors. 
estate share of 

profits 
rece ives 


future and 


le SSE Ss, 


such 


profits as a partner. Second, under the 


(Continued on page 468) 


i Charles F. Coates, CCH Dec. 15,224, ps ® 


125 (1946) (acq. 1946-2 CB 2). 
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Success in This Tax Area 
Is Achieved Only by Careful 
and Prudent Planning 


Current Tests for Valid 
Family Partnership Arrangements 


By ROBERT A. SCHULMAN, 


Attorney, Wenchel, Schulman & Manning, Washington, D. C. 


Since this paper was delivered before 
the Tulane Tax Institute in November, 
the Commissioner has promulgated 
Section 29.191 of Regulations 111, 
which in most material 

respects follows the Bureau's position 
as set forth in Mimeograph 2626. 


about a dozen years ago 


| WAS just 


that at 


gatherings of businessmen here 
and there one 
talk about 


about 


hear a 
little 
which bid 


began to 
football 


another 


suddenly 
little less 
talk 
fair to 


and a 


more game 


attain its own niche as a national 


pastime, namely, the 


family 
Unlike football, however, the 


formation of 
partnerships. 
game of family partnerships was not stand- 
ardized by exact set of 
husband and 
found to his dismay that the referee 
called him offside on a play which his coach 
had told him would net plenty of yardage. 


reference to any 


ground rules, and many a 


tather 


The family 


partnership vogue arose out 


of the wartime increases in individual in- 

and 
spotlighted the 
possibility of subdividing and so retaining 
within a family group a greater net business 
income after tax, and, to that end, induced 
many families to dissolve their tightly held 
corporations or otherwise commence busi- 


come and corporate income excess 


profits tax rates which 


ness in partnership form. This tax-saving 
unmixed 
it had to be measured against 
and intimate cross currents of 
any particular family situation, not the least 
of which was the 


possibility was not an blessing, 
however, fot 


the unique 


donor’s possible inability 
thereafter to rule the family 
roost. The overpossessive, therefore, were 
faced with their usual dilemma, and a num 


be I of lowe I 


to continue 


court decisions, many of them 


basically irreconcilable, 


describe valiant at- 
tempts to eat one’s cake and keep it too,’ 

[raditionally, the term “partnership” for 
federal tax 


venture 


purposes 


embraces a business 


(other than a corporation or asso 


ciation taxable as 


a corporation) which is 
owned and operated by two or more persons 
for their joint benefit and the profits of 
which are divided between the parties in 
proportion to the contribution of 
whether takes the 
of capital or services, or both.’ For 


each, 


such contribution 


torm 
years, 
the courts have generously told us that tax- 
wise a partnership cannot automatically be 
disregarded ground that its 
also related by family 


we were not 


solely on the 
members are 
But 
to pass on 


ties.’ 
given the secret formula 
to our clients, and this axiom 
was characteristic ally accompanied by other 
judicial language to the effect that because 
of the comparative ease with which agree 
rents between members of the same family, 
or persons who are the natural objects of 


each other’s bounty, may be subverted to 





Commissioner v. Olds, 3 ustc § 973, 60 F. (2d) 
252 (CCA-6, 1932); Avent v. Commissioner, 35-1 
ustc § 9249 (CCA-5). 

: Meehan v. Valentine, 145 U. S. 611 (1892) 


Valid Family Partnership Arrangements 


3 Frank J. Lorenz, CCH Dec. 13,906, 3 TC 746 
(1944), aff'd per curiam 45-1 ustc { 9269, 148 F 


OT 


(2d) 527 (CCA-6) 
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The author gratefully acknowledges 
his indebtedness to his partner 

Muriel S. Paul, of the District 

of Columbia bar, and David M. Blum, 
third-year student in Yale Law School, 
for their aid and assistance in the 
preparation of this paper. 


tax avoidance purposes, such arrangements 
must be carefully scrutinized.* 

Many of 
expectancy 
to hear 
Some of 


us were stimulated to high 
when in 1946 the Supreme Court 
the and Lusthaus 
the naive among us 
hoped that the Supreme Court would stand 
ardize the rules of the game and that there 
after the would apply uniform 
interpretations, at least for some of the plays 


agreed Tower 


cases. more 


referees 


In both the Tower and Lusthaus cases the 
respective gifts to their 
Mr. Tower gave his wife shares in 
his controlled corporation under a plan pur- 
suant to which, three days later, the corpora- 
tion was dissolved and the wife contributed 


husbands made 


wives 


her share of the corporate assets to a part 
nership formed to continue the business, in 
exchange for a limited partnership interest 
Mr. Lusthaus gave his wife money which 
she used, together with personal notes to 
her husband, to buy her share in the part 
nership, under an informal understanding 
that she would pay off the notes out of her 
share of the partnership’s profits 


The held*® that neither part 
nership could be recognized for tax pur- 
poses, on the ground that the husband in 
each instance continued to retain the same 
complete, or substantially complete, domin- 
ion and control over the business after the 
formation of the partnership as before, and 
so did not, for income tax purposes, com- 
plete a gift to his wife; consequently, she 
made no capital contribution to the part 
nership 


In the 
rendered 


Tax Court 


which the wife 


the 


in 
to 


Tower case, 


no services business and 


* Commissioner v. Culbertson, 49-1 ustre 9 9323, 
337 U. S. 733, at p. 746. 

5’ Francis E. Tower, CCH Dec 
396 (1944); A. L. 
3 TC 540 (1944). 

* 45-1 ustrc 7 9246, 148 F. (2d) 388 (CCA-6). 

* 45-1 ustrc § 9261, 149 F. (2d) 232 (CCA-3). 

® Lucas v. Earl, 2 ustc § 496, 281 U. S. 111 
(1930): Burnet v. Leininger, 3 ustc $909, 285 
U. S. 186 (1932): Helvering v. Eubank, 40-2 usr: 
{ 9788, 311 U. S. 122; Commissioner v. Harmon, 
44-2 ustc § 9515, 323 U. S. 44 


448 


13,792, 3 TC 
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did not participate in its management, the 
Court of Appeals for the Sixth Circuit 
reversed * the Tax Court, holding that Mrs 
Tower did contribute capital to the business 
even though she obtained such capital by 
gift from her husband. 


the Lusthaus where the wife 
rendered some services but did not partici- 
pate in management, the Court of Appeals 
for the Third Circuit affirmed* the Tax 
Court, principally on the ground that the 
Tax Court’s conclusion was not unreasonable. 


In case, 


sefore the Supreme Court, government 
counsel, himself now a Judge of the Tax 
Court, approached the family partnership 
problem as the juncture point of the Lucas 
v. Earl principle that income attributable to 
personal remains taxable to the 
person who earns it and cannot be deflected 
to another “by anticipatory arrangements 
and contracts however skillfully devised,” * 
and the Clifford principle that 
under the terms of the arrangement 
the circumstances attendant upon 
tion and operation, retains, in practical 
effect, complete, or substantially complete, 
control over the underlying assets,’ or the 


services 


one who, 
and 


its crea- 


distribution of the income therefrom,” re- 
mains taxable on that income. 


This approach carried the day and the 
Supreme Court, with two judges dissenting, 
refused to permit either the Tower or the 
Lusthaus partnership to stand for tax pur- 


pose s a 


The court’s opinion was susceptible 
to misinterpretation, however, and, as we 
were later to learn, its underlying rationale 
was not at first fully understood. 
although Mr. Justice Black stated that 
“When the existence of an alleged part- 
nership arrangement is challenged by out- 
the whether the 
partners really and truly intended to join 
together for the purpose of carrying on 
business and sharing in the profits or losses 
both. And their intention in this re 
spect is a question of fact to be determined 
from testimony disclosed by their agree- 
ment, considered as a whole, and by their 
conduct in execution of its provisions,” 
nevertheless, it was the following excerpt 


F¢ Tr 


siders, question arises 


or 


* Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331; Helvering v. Horst, 40-2 ustc { 9787, 
311 U. S. 112. 

1% Commissioner v. Buck, 41-2 usrc § 9520, 120 
F. (2d) 775 (CCA-2); Harrison v. Schaffner, 41-2 
ustc {§ 9355, 312 U. S. 579: Sunnen v. Commis- 
sioner, 48-1 ustc § 9230, 333 U. S. 591. 

™ Commissioner v. Tower, 46-1 wustrc { 9189, 
327 U. S. 280: Lusthaus v. Commissioner, 46-1 
uste § 9190, 327 U. S. 293. 
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from the opinion that the lower courts 
seized upon as supplying the long-awaited 


tests for a valid partnership: 


“There can be no question that a wife 
and a husband may, under certain circum- 
stances, become partners for tax, as for 
other purposes. If she either invests cap- 
ital originating with her or substantially 
contributes to the control and management 
of the business or otherwise performs vital 
additional services, or does all of 
things she may be a partner as 
plated by 26 U. S. C. §§ 181, 182. 
Court 


these 
contem- 
The Tax 
has recognized that under such cir- 
cumstances the income belongs to the wife 
A wife may become a general or a limited 
partner with her husband. But when she 
does not share in the management and con 
trol of the business, contributes no vital 
additional service, and where the husband 
purports in some way to have given her 
a partnership interest, the Tax Court may 
properly take these circumstances into con- 
sideration in determining whether the part 
nership is real within the meaning of the 
Federal revenue laws.” 


The foregoing language left the door wide 
open for the Commissioner to assert and 
for the courts to hold that a husband and 
wife partnership was not to be recognized 
on the basis of the wife’s capital contribu 
tion if that capital had originally been given 
to her by her husband. 


It also left open the controversial ques 
tion of what constituted “vital” services.” 
This latter question has been the crux of 
many decisions and some amusing stories 
Mr. Wesley D. Dierberger of the Indian- 
apolis bar tells” of the lady revenue agent 
who, while examining the partnership books 
and records one morning, covertly watched 
the wife busily working and directing the 
office and then, being satisfied 
with the books and the wife’s “vital serv- 
ices,” asked the wife the way to the ladies’ 
room only to have the wife turn to one of 
the employees and ask where the ladies’ 
room was located. The partnership was 
scrutinized further. Another examining 
agent, we are told, had the peculiar experi- 
ence of introducing the wife to one of the 
purported subordinates in the 


activities, 


wife’s own 


office. 
The so-called yardsticks of “original cap- 
ital,” “substantial participation in control 


and management,” and “vital services” were 


taken, of course, to apply to children and 
other members of the family as well as to 
wives. 

A number of cases signify the multifold 
attempts made to prove that wives and 
children contributed their own capital orig- 
inally acquired from sources other than the 
husband or father or, secondarily, that at 
least they had acquired their capital by 
gift from him so long before the formation 
of the partnership that such capital could 
properly be deemed to have originated with 
them. Taxpayers showed great care and 
much ingenuity in producing evidence tend- 
ing to strengthen the vitality of the services 
rendered to the enterprise by members of 
their families. Many a husband doubtless 
broke a sustained habit of his marriage, and 
thought twice before continuing to say 
“You take care of the house, dear, and 
I'll tend to the business,” 


Culbertson Case 


History-making litigations sometimes have 
a curious way of coming upon us unan- 
nounced, and like the Clifford case, the now 
equally famous Culbertson 
first to be merely 
controversy 


seemed at 
run-of-the-mill 
Tax Court thought 
to dispose of by memorandum decision. 


case 
another 
which the 


Under an oral arrangement, Mr. Culbert- 
son’s four sons acquired their partnership 
interests in his cattle-breeding enterprise by 
giving him their note, which was ultimately 
satisfied, in part, by gifts from the father 
and, in part, through borrowings finally 
repaid out of the proceeds of the business 
operation. At least one son, by reason of 
military duties, rendered only infinitesimal 
services to the business during the taxable 
years involved, and two others, who were 
minors, worked on the ranch only during 
the summer months. 

On the first go-around™ the Tax Court 
held that the sons did not contribute any 
new capital originating with them nor did 
they furnish any vital additional services, 
and so refused to recognize the validity of 
the partnership for income tax purposes. 

The Court of Appeals for the Fifth Cir- 
cuit came somewhat closer to comprehending 
the Supreme Court’s “true” rule, however, 
and reversed the Tax Court, saying, among 
other things, that “The failure by a partnet 
to render service to the partnership or to 





12 Wenig v. Commissioner, 49-2 ustc J 9348, 177 
F. (2d) 62 (CA of D. C.). 
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contribute capital originating in him is, after 
4 William O. Culbertson, Sr., CCH Dec. 
15,874(M), 6 TCM 692 (1947). 
1% Culbertson v. Commissioner, 48-2 ustc 7 9324, 
168 F. (2d) 979 (CCA-5). 
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all, but a circumstance to be 
determining the reality or 
alleged family partnership 


considered in 
actuality of an 
The failure to 
do either is not a condition precedent 
The inquiry as to a family partnership for 
income tax purposes must relate to evidence 
bearing on the reality, the actuality, and 
fides of the transaction, or the 


Whether the Fifth Cir- 


went so tar as to Say 


the bona 
absence thereof.” 


cuit also that an 


intention to contribute capital or services in 
the future will alone prove a present part 
nership was not entirely clear, and may 
have misled even the Supreme Court but, 
in any event, the Fifth Circuit 


disavowed ™ that it had in any 


recently 
way so held 

Not content to let well enot 
Commissioner 


igh alone, the 


case to the 


carried the I 
Court, 
that 
of the two deceptively simple tests whi 


and the 


preme and, in June of 


opinion of Court ™ destroyed 


the Commissioner Tax Court 
found so convenient. 
After first holding that 
tribute capital or 
future is not 


an intention to con- 


sometime in the 


services 


sufficient to satisfy ordinary 


concepts ot 
Court told the Tax Court in no uncertain 
terms that it had been misinterpreting the 
Tower and that the 
” and “original capital” were 
not in themselves controlling yardsticks but 


partnership, the Supreme 


decision 


vital services” 


merely circumstances to be considered; the 
true test, as stated in the language of the 
Tower opinion, being 

ss whether the par 


truly intended to join tog 
purpose of carrying on 
ing in the profits or 


this 


business and shar 
both And 


a question 


losses o1 
their intention in 
of fact, to be determined 
disclosed by their ‘agreement, considered as 
a whole, and by 

of its provisions.’ 
this 


respect is 


from testimony 


their conduct in execution 
We see no reason 


why general rule should not apply in 


tax cases where the Government challenges 


the existence ot 


pe ses.” 


a partnership for tax pur 


The question, said Chief Justice Vinson, 
“is not whether the services or capital con 
tributed by a partner aré of sufficient 
portance to meet some objective standard 
supposedly established by the Tower case, 
but whether, considering all the facts—the 
agreement, the conduct of the parties in 
execution of its provisions, their statements, 


im- 


elements of 


the testimony of disinterested persons, the 
relationship of the parties, their respective 
abilities and capital contributions, the actual 
control of income and the purposes for which 
it is used, and any other facts throwing light 
on their true intent—the 
faith acting business purpose 
intended to join together in the present con 
duct of the enterprise. There is nothing 
new or particularly difficult about such a 
test. Triers of fact are constantly called 
upon to determine the intent with which 
a person acted. Whether the parties 
really intended to carry on business as 
partners is not, we think any more difficul 
of determination or the 
such intent 
ordinarily 


parties in good 


and with a 


t 


manifestations of 
less 


any 
true 


perceptible than is 
into tl 


of inquiries ie sub- 


jective. If, upon a consideration of 
all the facts, it is found that the 
joined faith to 
a business, having agreed that the 
or capital to be contributed 
each is of such value to tl 

that the contributor should participate in 
the distribution of profits, that is sufficient.” 


partners 
conduct 


together in good 
services 
presently by 
1e partnership 


t 


In a nutshell, then, the Supreme 
with some firmness rejected the 
jective standards of “vital 
“original capital” in favor 
complicated subjective standard of 
and remanded the 
Court for findings 
approach. 


Court 
easier ob 
services” and 
of the more 
intent, 
back to the Tax 


consistent 


case 


with this 


The tenor of the Chief Justi 


evidences an inchoate feeling that perhaps 
the pendulum had previously been swinging 
too far in the government’s direction. Cet 
tainly many took heart 
from. That is not to say, however, in view 
of its 


taxpayers there 


several acquiescing and 
that the Supreme Court was of 
mind as to the 
Culbertson 


concurring 


opinions, 
one result in 


itself, For the rea 


correct 


case 


1Z¢ 


that a subjective standard cannot be 


formly applied, but instead 
measure, on the 


sonalized 


depends, 
large vagaries 


reactions of the 


and | 
particular fact 
finders and their reviewers, was once again 
borne out by the Tax 
the Commissioner on remand,” with which 
Mr. Justice Black and perhaps also Mr. 
Justice Frankfurter apparently would agree, 
followed by the Fifth 

thereof in favor of the taxpayer,” with 
which presumably Mr. Justice Burton and 


Court’s de cision for 


Circuit’s reversal 





% Culbertson v. Commissioner, 52-1 ustc { 9233, 
194 F. (2d) 581 (CA-5) 
7 Commissioner v 

note 4 
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1% William O. Culbertson, Sr., cited at foot- 
note 14. 
1” See footnote 17. 
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All of the 1952 Tulane Tax Institute 


addresses appear in 1952 Tulane Tax 
Institute, just published. 


But the 
prius tribunal, 
thor- 


Teal 


Mr. Justice Jackson would agree. 
Supreme Court is 
late 
oughly aware of 
the expert 


not a nisi 


and at this date taxpayers are 


their right, if they 
approach of the Tax Court to 
a question of subjective intent, to seek a 
more sympathetic reception from a jury in 
a district court.” 


The 


not confined 


great family partnership battle 
exclusively to the 
and by the time we re 


corrective gospel of the Culbert 


was 
judicial 

ynt, however, 
ceived the 
son case, a second front had been opened 
on the legislative level. 


Phe dispute in the interim between T owe? 
and Culbertson was so noisy that it 
the ears of Congress, and the 


reached 
family part 
nership problem was discussed in the 1948 

Ways 


ings.” but 


House and Means Committee heat 
no partnership legislation was 
that time. Instead, the 


property states and the common 


enacted as such at 
community 
law states had a meeting of the minds, as 
which C 


things, a provision permitting spouses 


a result of ongress passed, among 
other 


universally to divide their aggregate income 
This split-income provision removed a lot 
of the glamour from the family partnership 
problem, and no longer was it necessary for 
state to take 
the 


future 


law 
partnership in 


a husband in a common 


his wife into business 


enterprise in order to save taxes 
But the 1948 legislation did not solve all 
the problems It left 


Culbertson 


room for the later 


decision to govern any or all 


questions as to partnerships between fathers 
and children i 
immediate family except wives, and for 1947 
and prior years, 


and other members of the 
between husband and wift 


as well 

Although the Senate 
in 1950 proposed amendments designed to 
settle some of the 
partnerships,” 


Finance Committe: 


family 
these proposals also failed to 


uncertainties of 


materialize. 


1951 
the avowed purpose of providing a rule of 
thumb as to the 


Finally in Congress stepped in, with 


gift or 


acquisition by 
"See Carrier v. Crenshaw, 52-2 ustc { 9406 
(DC Va.) 

*t Hearings before House Committee on Ways 
and Means—Revenue Revisions, 1947-1948, 80th 
Cong., Ist Sess., 1947, pp. 905-970 
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purchase of a partnership interest in a busi- 
ness in which capital is a material income- 
producing factor. Two companion amend- 
ments were enacted. 

The definition of a partnership contained 
in Section 3797 (a) (2) of the Internal 
Revenue Code was enlarged by adding the 
following sentence: 

“A person shall be recognized as a partner 
for income tax purposes if he owns a capital 
interest in a partnership in which capital 
is a material income-producing factor, whether 
or not such interest was derived by purchase 
or gift from any other person.” 

The Revenue Act of 1951 also added a 
Section 191, entitled “Family Partner- 
ships,” to Supplement F of the Code, which 
deals with partnerships generally. Section 


new 


191 provides as follows: 


In the case of any partnership interest 
created by gift, the distributive share of the 
donee under the partnership agreement shall 
be includible’ in his except 
to the extent that such share is determined 
without allowance of 


gross income, 


reasonable compen- 
sation for services rendered to the partner- 
ship by the donor, and except to the extent 
that the portion share attributable 
to donated capital is proportionately greater 
than the the donor attributable to 
the donor’s capital. The distributive share 


of such 
share of 


of a partner in the earnings of the partner 
ship shall not be diminished 
due to military 
this section, an 
one member of a family 
shall be considered to be created 
by gift from the seller, and the fair market 
value of the purchased interest shall be 
considered to be donated capital. The 
individual shall include only 
ancestors, and lineal descend- 
ants, and any trust for the primary benefit 
of such persons.” 


because of 

the 
pur- 
trom 


absence service For 


purpose of interest 
chased by 


another 


‘family’ of any 


his spouse, 


The foregoing provisions apply, however, 
only to taxable years beginning after De 
cember 31, 1950, and Section 340 (c) of the 
Revenue Act of 1951 specifically states that 
the whether a person 
shall be recognized as a partner for income 


determination as to 


tax purposes for any taxable year beginning 
before January 1, 1951 shall be made as if 
these provisions had not been enacted and 
without inferences drawn from the fact that 
these provisions are not 


expressly made 


2S. Rep. No 
pp. 60-63 


2375, 8ist Cong., 2d Sess., 1950, 





applicable to prior years. The principles 
set forth in the Culbertson decision, there- 
fore, remain in full force and effect as to 
all family partnerships for years prior to 1951. 

Perhaps the most significant single aspect 
of the family partnership legislation is its 
mandate to the Commissioner that a part- 
nership interest in a business in which cap- 
ital is a material income-producing factor 
cannot be 
interest 


disregarded solely-because such 
was derived by gift or purchase 
from another member of the family. 

It does not necessarily follow, however, 
that the Commissioner is thereby precluded 
from inquiring whether the transferor, in 
the income tax sense,“ did complete an 
effective gift or other conveyance of a cap- 
ital interest in the enterprise. The House 
Ways and Means Committee report,” un- 
derlying the 1951 legislation, that 
“Your committee’s amendment makes it 
clear that, the owner of a 
nership may have acquired such 
interest, the income is taxable to the owner, 
if he is the real owner’ and, further, that 
the courts are free to determine “in any 
case whether the donee or purchaser actu- 
ally owns the interest in 


states 


however 
interest 


part- 


the partnership 
which the transferor purports to have given 
or sold him.” The has not 
in the past been reluctant to pitch his attack 
on this latter issue, and with some degree 
of success not only in the family partner- 
ship field but in the closely analogous area 
of family gift-leaseback transactions as well.” 


Commissioner 


Consequently, the completeness, income 
taxwise, of gifts or other intrafamily trans- 
fers of partnership capital interests is to 
be tested for future as well as for past 
years by reference, as stated in the Culbert 
son opinion, to the Clifford principle that one 
who, under the terms of the arrangement 
and the circumstances attendant upon its 
creation and operation, retains in practical 
effect economic dominion and control over 
the underlying property, and remains its 
owner for income tax purposes. 


Mimeograph 6767 


The question of “Reality of Capital Con- 
tribution” is discussed in Commissioner’s 
Mimeograph 6767, dated February 19, 1952, 


which, though “designed to clarify the posi 
tion of the Bureau with respect to some 
aspects of the family partnership problems 
for taxable years beginning prior to Janu- 
ary 1, 1951,” was not issued until after 
Congress enacted the above-quoted legis 
lation. And there are those 
that, in some respects, this mimeograph 
embodies the backbone of the Bureau’s 
future interpretation of the 1951 legislation. 


who believe 


However, unlike the Clifford regulations,” 
which laid down a precise set of standards 
for family trusts and, while not unanimously 
well received,™ eliminated much litigation 
in that area, the Commissioner’s mimeo- 
graph as to family partnerships does not 
seek to state exact yardsticks and contains 
a number of generalities culled from the Clif 
ford, Horst, Tower and Culbertson opinions, 
warning us once again that family partne: 
ships must be the purest of the pure. Some 
insight can, nonetheless, be gleaned from its 
approach. 

Commencing with the classical definition 
of a partnership as an organization for the 
production of income to which each partner 
contributes either capital or services or 
both, the mimeograph’s preamble reiterates 
that the partnership provisions of the Code 
are subordinate to Section 22 (a), that to 
recognize as a partner one who contributes 
neither capital nor services during the tax- 
able year would violate the cardinal principle 
that income must be taxed to him who earns 
it (and, therefore, that an intent to provide 
money, goods, labor or skill 
the future” is not 


“sometime in 
enough) and, finally, 
that the sufficiency of the contribution of 
a partner is a question of fact in each case 
to be determined by applying the basic 
test of the reality of a family partnership, 
that is, whether “the parties in good faith 
and acting with a business purpose intended 
to join together in the present conduct of 
the enterprise.” 

It may here be noted that the 1951 legis- 
lation eliminates any business purpose test 
as to post-1950 cases. As to prior years, 
the Bureau under the mimeograph requires 
no business purpose for the antecedent gift ” 
and concedes an adequate business purpose 
if the donee partner invests in the business 





*% See Ernest Strong, CCH Dec. 15,415, 7 TC 
953 (1946). 

* H. Rep. 586, 82d Cong., Ist Sess., 1951, p. 32. 

% White v. Fitzpatrick, 52-1 usrc § 9103, 193 F. 
(2d) 398 (CA-2), cert. den. 343 U. S. 928 (1952); 
Stearns Magnetic Manufacturing Company, CCH 


Dec. 19,007(M), 11 TCM 535 (1952). Cf. Skemp 
v. Commissioner, 48-1 ustc { 9300, 168 F. (2d) 
598 (CCA-7); Brown v. Commissioner, 50-1 ust 
7 9219, 180 F. (2d) 926 (CA-3) 
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2 Tax Law Review 327: Pavenstadt, ‘“The Treas- 
ury Legislates: The Distortion of the Clifford 
Rule,’’ 2 Tax Law Review 7. 
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cited at footnote 26. 
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Since Culbertson, the courts have 
given weight to the presence or 
absence of management participation. 


money or property useful to the business, 


notwithstanding its origination.” 

State law is not controlling,” and formal- 
istic documentation the instrument of 
gift has seldom, if ever, carried weight in 
the past and will not do so now.” Like- 
wise, though such evidence is relevant and 
its absence harmful, only the unsophisti- 
cated will rest their case exclusively on 
proof of compliance with local partnership 
or fictitious name registration statutes, pub- 
licity given to the partnership arrangements 
in trade channels and with banks and other 
sources of financing, and recognition of the 
partners’ interests in capital and drawing 
accounts on the partnership books, in insur- 
ance policies, leases and other business con- 
tracts, and in business litigation. 


of 


The origination of capital by way of gift, 
purchase or loan from another member of 
the family, which, as so stated and standing 
by itself, Congress neutralized for 1951 and 
succeeding years, remains under this mimeo- 
graph a circumstance to be weighed 
earlier taxable years. 
this 


for 
The Bureau will, for 
bona fide an ante 
cedent purchase or loan from another mem 
ber of the family upon proof of the usual 


purpose, treat as 


characteristics of an arm’s-length transac- 
tion ; 


as to price, date of payment, rate of 
interest and security, the credit standing of 
the purchaser or borrower apart from family 
relationship and his capacity to incur legally 
binding obligations, or, absent one or more 
such normal indicia of arm’s length dealing, 
if the transaction was genuinely intended 
to promote the business through the pur- 
chaser’s or borrower’s participation therein 
or the addition of his credit thereto 

The meat of the ten single-spaced pages 
Mimeograph 6767 lies, however, in its 
discussion of the factors of participation in 
management, the controls retained by the 
donor, the donee partner’s freedom to with- 
draw or otherwise dispose of his interest 
and the income distributions to him. 


of 


The heart of the issue, we are told, is 
“whether a donee’s partnership interest rep- 
resents a mere ‘surface change of owner- 
ship’; or conversely whether the donee has 
exercised dominion and control over his 
interest,” and the ascertainment of the 
presence or absence of dominion and con- 
trol in a donee over his partnership interest. 


Substantial participation in management 
which, as a test, somehow was lost tempo- 
rarily in the shuffle between Tower and Cul- 
bertson,* assumes strong 
under the mimeograph. 


force 
Such management 
participation infers genuine consultation at 
least as to major business decisions, and 
presupposes real knowledge of the business 
operations, problems and policies, as well 
as the maturity and experience or ability 
to grasp such problems. Vague or general 
statements as to family discussions are not 
enough. Since Culbertson, the courts have 
given weight to the presence or absence of 
management participation.” And this factor 
likewise pertinent to the question for 
future years, under the 1951 legislation, of 
completeness of the antecedent gift 

Most of us would also agree with the 
mimeograph’s conclusions that a gift can be 
deemed incomplete, income taxwise, if the 
donor retains for himself substantial owner- 
ship of assets essential to the business, as, 
for example, by leasing such assets to the 
partnership for a 
exclusive 


probative 


is 


relatively short term, or 
the sale or with- 
drawal of the donee’s capital interest and 
the donee’s income distributions. 


control over 


The fact that a donee partner has received 
actual distributions of all or the major por- 
tion of his distributive share of the business 
income, and was entitled to the free use 
thereof, is very significant, and according 
to the Bureau is entitled to weight even if 
the donor has retained some, but not sub- 
stantial, controls. A number of post-Cul- 
bertson decisions stress the right of a donee 
partner to withdraw income and use it at 
will. Some courts have held the mere right 
of withdrawal to be a vital factor.” Others 
have taken the view that failure to exercise 
this right was crucial.” 

Of if the 
drawn by the 


distributions 
partner 


income 
donee 


course, 


down are 





*% Cobb v. Commissioner, 50-2 ustc § 9508, 185 
F. (2d) 255 (CA-6); Slifka v. Commissioner, 50-1 
ustc § 9314, 182 F. (2d) 345 (CA-2); Stanback v. 
Robertson, 50-2 ustc {§ 9414, 183 F. (2d) 889 
(CA-4) 

a Doll v. Commissioner, 45-1 

(2d) 239 (CCA-8). 

2 Cf. Johns v. Commissioner, 50-1 uste 
180 F. (2d) 469 (CA-5). 
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% Funai v. Commissioner, 50-1 ustc § 9311, 181 
F. (2d) 890 (CA-4); Stanback v. Robertson, cited 
at footnote 30. 

% Morrison 
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v. Commissioner, 49-2 ust 
351 (CA-2) 


1 9436, 


453 





applied to pay family expenses for which 
the donor is legally responsible, that fact 
will be chalked down against tax recogni- 
tion of the family partnership. 
the Bureau is clearly entitled to look be- 
yond the formalities of the partnership 
agreements to the actual conduct of the 
parties and any passive acquiescence on 
the part of the donee partner.” But it 
seems a little harsh to impute an absence 
of real ownership in the the 
mimeograph apparently does, merely be- 
cause he uses a substantial part of his dis- 
tributive share of the partnership income to 
pay his own income tax thereon. 


Moreover, 


dc nee, as 


One seems to detect also the latent possi- 
bility that, at least for years prior to 1951, 
the Bureau seeks to enlarge the Clifford 
doctrine as respects family partnerships, for 
Mimeograph 6767 
things, that “the presence of 
indicated controls, 


other 
the 
though amounting to 
less than substantial ownership retained by 
the may be along with 
other facts as tending to show the absence 
of intent in good faith to join the donee as 
a partner.” 


provides, among 


some of 


donor, considered 


Fundamentally, 
the 1951 


taxwise, Ol a 


the test 
completeness, in- 


however, under 
legislation for 
come gift of 


capital interest ought not be 


a partnership 
too dissimilar 
from the Cu’bertson yardstick for prior years 
as to an intention in good faith to join to 
gether in the present conduct of an enterprise 
in which capital is a material income-pro- 


ducing factor. This test has been summar- 
3s 


ized by another writer as follows. 


“Where the donee of capital receives the 


right to withdraw will and 


managerial powers commensurate with his 


his capital at 


interest, the gift will be deemed complete. 
But if the donee’s right to withdraw 
capital or sell his partnership interest is 
limited or denied, the courts will probably 
the gift, the has 
some managerial powers. The typical situa 
tion, however, will be one where the donee 
right to but 
retains managerial control over 
the business, including the power to di- 
rect the i 
vestment in the business 


“How this will be viewed by 
Is an open question. 


his 


disregard even if donee 


has a 
the 


withdraw his interest 


donor 


distribution of income or its rein 


the courts 


That a trust for minor children or 
other members of the family may be 
recognized as a partner is now 
clearly settled under Mimeograph 6767 
for pre-1951 cases, 

and under the statutory amendments 
for subsequent years. 


“a 


Where feasible, the partnership 
agreement should vest managerial powers 
in the donee commensurate with his interest, 
significant partnership decisions should be 
made after consultation with the donee, and 
perhaps, even regularly scheduled business 
meetings at which the 
would be wise.” 


donee is present 


Further solace can be derived both from 
the concession in Mimeograph 6767 that it 
is not uncommon in ordinary business re- 
lationships for one partner to be made man- 
aging partner or to have voting control, and 
from the statement in the House Ways and 
Means Committee report that “not every 
restriction upon the complete and unfettered 
control by the donee of the property donated 
will be indicative of sham in the transaction. 
Contractual restrictions may be of the char- 
acter incident to the normal relationships 
partners. Substantial may 
be retained by the transferor as a managing 


among powers 
other fiduciary character 
when considered in the light of all 
circumstances, will not indicate 
lack of true ownership in the transferee.” 


partner or in any 
which, 


the any 


Clearly it is not unfair to ask that a 
partnership between members of the same 
family approximate, both in its 
and its operation, the type of arrangement 
which would be entered into and carried on 
by ordinary prudent businessmen 


with one another at arm’s length. 


formation 


dealing 


The question of participation directly by 
minor children is complicated by the minor’s 
legal disability, in addition to his customary 
immaturity 


and and is not 


necessarily solved by means of the guardian 


inexperience, 


ship device.” Though a few such partner 
ships have been sustained,” one proceeds at 


his own risk and, generally speaking, neither 





" Batman v. Commissioner, 51-1 ustc J 9305 
189 F. (2d) 107 (CA-5). 

* Lifton, ‘The Family Partnership: Here We 
Go Again,’’ 7 Tax Law Review 461, at p. 471. 

* H. Rep. 506, 82d Cong., Ist Sess., 1951, p. 33. 
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the Bureau the 


to take too seriously 


not courts have been able 
a father’s intention to 
join infant or immature children with him 
. 42 


in any real partnership. 


Although the Bureau would concede that 
child the 
requisite maturity and compe- 
tently to 


a minor sometimes have 


may 
experience 


carry on business dealings and 
will such a case 


le ral 


less 


not in minor’s 


press the 
disabilities under state law, neverthe- 
the actual the minor 


child must under the mimeograph be clearly 


competence of 
shown in any particular instance. Otherwise 
the minor’s interest will be at 
ted to the donor-parent. The interpre- 
tations under the 1951 legislation may not be 
much more lenient. 


ntrol over 
tribu 


will be 
as it is in cases involving persons 
For 


| 1 
engineering school is 


oby iously 


business 


minors example, a son 


electrical 


qualified become his father’s 


in an electrical products business 


vould be a daughter of the same age 


education is in the liberal arts.” 


r children or other 


men recognized 
settled under 
1951 


amendments for subse- 


ibers of the family may be 


as a partner is now clearly 


Mimeograph 6767 for pre cases, and 


under the statutory 


quent years. The safest 


pendent 


course 1S an inde- 


trustee unrelated and not subservient 


to the donor. But independent trustees are 


unwilling to 


ote. 


liability of a 


assume the unlimited 


general partner, and donors 


characteristically want to be their own 


trustees.“ It would seem that, in this area 


could be 


correlation 
with the ( 

Among the 
by the 1951 


how to determine whether capital is a ma- 


part cularly, a closet 


worked out lifford regulations.* 


several new questions raised 


legislation is the question o! 
terial income-producing factor in the enter- 
prise the 


and nonpersonal 


which involves again distinction 
be tween pt rsonal service 
service businesses and undoubtedly will gen- 
erate a factual con- 


that the 


number of borderline 


troversies. It has been suggested 


Parker v. Westover, 51-1 ustc § 9180, 186 F 
(2d) 49 (CA-9); Batman v 
at footnote 37 


83 Crossley Uv 


Commissioner, cited 


Campbell, 50-2 
F.. (2d) 639 (CA-7) 
“ Armstrong UV 
143 F 


stoner, 


ustc {1 9473, 184 
Commissioner, 44-2 ustc § 9409, 
(2d) 700 (CCA-10); Maiatico v. Commis- 
50-1 ustc § 9343, 183 F. (2d) 836 (CA of 
D. C.): Theodore D. Stern, CCH Dec. 17,890, 
15 TC 521 (1950): John J. Cunningham, CCH 
Dec. 18,499(M), 10 TCM 800 (1951). Cf. Joseph 
J. Schallerer, CCH Dec. 18,827(M), 11 TCM 210 
(1952). 
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requirement of materiality of capital serves 
no useful purpose in view of the allocation 
provisions of Section 191. 

Even though a family partnership has 
withstood the microscopic search for real 
intent to form a valid partnership as to 1950 
and prior years, or the gift capital invested 
has met the tests showing real ownership 
in the challenged partner for 1951 and there- 
after, there is one further hurdle which tax- 


payers may be called upon to negotiate. 
For Bureau has contended that, 
although a family partnership ts to be recog 


the Commissioner 
to all yrcate 


years the 
nized for tax purposes, 


nevertheless is free partnership 


income in proportion to capital invested and 
services rendered.” But such attempts have 
too the courts.” 
According to Mimeograph 6767, the Bureau 
apparently proposes to press this contention 
in so-called Culbertson 


been none successful in 


taxable 
years prior to 1951, on the theory that fail- 


ure to divide partnership profits in propor- 


cases for 


tion to capital invested and services rendered 
is lack of evidence of intent to form a bona 
fide partnership 
Section 191 of the 
1951, 


] 
authority to 


Code, added 
the 


reallocate 


by the 
Commis- 
the 
a donee partner in either 


Revenue Act of 


gives 
sioner specinc 


distributive share of 


or both of two circumstances, to wit 


(1) if the donee-partner’s share is deter- 
mined without allowance of reasonable compen 
sation for services rendered to the partnership 
by the donor; and 


2) if the portion of such share 


to the 


» attributable 


donee’s capital is proportionately 
share of the donor at 


tributable to the donor’s capital. 


greater than the 


It is inconceivable that these 
will not breed litigation 
Act of 1918, there 


between 


provisions 
Since the Revenue 
have been constant battles 
taxpayers and the 


meaning of ‘ 


Commissionet 


as to the statutory ‘a reasonable 


allowance for salaries or other compensation,” 
for the purpose of 


determining allowable 


deductions in computing net income.* There 


is no reason to believe that the term “reason 

“ See Regs. 111, Sec. 29.22 (a)-21(e) 

“T. T. 3845, 1947-1 CB 66; Max German, CCH 
Dec. 13,378, 2 TC 474 (1943). 

* Canfield v 
168 F. (2d) 907 
sioner, 48-1 ust: 


Commissioner, 48-2 ustc { 9337, 
(CCA-6); Woolsey v. Commis- 
{ 9292, 168 F. (2d) 330 (CCA-6): 
Hartz v. Commissioner, 48-2 ustc 1 9393. 170 F 
(2d) 313 (CA-8), cert. den. 337 U. S. 959 (1949): 
B. F. Curry, CCH Dec. 18,112(M), 10 TCM 118 
(1951). 

#8 Code Sec. 23 (a) (1) 





able compensation,” as used in the family 
partnership provision, will be 
susceptible to precise definition. 


any more 


Moreover, it has been suggested® that 
the term “reasonable compensation,” under 
the family partnership legislation, will be 
construed by the Commissioner as including 
not only the value which a donor partner’s 
services may have in the open market but, 
also, an additional amount in recognition of 
the firm’s profits as a going concern or, in 
other words, that the value of the services 
of a donor partner should be measured by 
a percentage of partnership profits. Con- 
cededly the Commissioner may take this 
view and perhaps his mimeograph as to 
pre-1951 cases should be taken as a warning. 
One would think, however, that the 
will resist such an 


courts 
interpretation of the 
statute and, in this connection, the commit- 
tee reports lend support to the position that 
“reasonable compensation” should not be 
so determined. 


The 1951 provisions as to Section 3797 
and Section 191 
ments. 


were companion amend- 
Section 3797 requires recognition of 
a donee partner if he owns a capital interest 
in a partnership in which capital is a material 
income-producing The pertinent 
committee that, since the 
legislation provides for such recognition, it 


factor. 
reports™ state 
also provides specific safeguards against the 
deflection of partnership income from the 
real owner and, consequently, reasonable 
allowance will be made for the services 
rendered by the partners, and the balance of 
the income wi'l be allocated according to the 
amount of capital which the several partners 
have invested. 


Conclusion 


It would indeed be pleasant were it pos- 
sible to set forth by way of conclusion a few 
clear-cut rules which, if faithfully followed, 
would guarantee satisfactory results, but the 
subject of family partnerships has never 
been susceptible to being reduced to such 
simplicity. It has well been said that “Coun- 
sel, however learned, can only guess how 


the courts will ‘apply the law’”™ and that 
statement is especially true in this field 
where the tests to be applied at best present 
only a frustrating vagueness. 

It also would be pleasant to be able to 
report that, in considering new partnerships, 
one can start with the Revenue Act of 1951 
and completely ignore everything which 
happened before that time. However, many 
of the same considerations apply equally to 
both the pre-1951 and subsequent cases. 
Moreover, although Mimeograph 6767 pur- 
ports to be only a statement of the Bureau’s 
position as to the earlier cases, it will, in all 
probability, be the principal guide used by 
the Bureau in its interpretation and ad- 
ministration of the 1951 act. Some progress 
was made in the 1951 act, but it does not 
eliminate by any means all areas of dispute. 
Thus, as we have seen, the materiality of 
an income-producing factor is by its nature 
open to a difference of opinions. The 195] 
act guarantees recognition of gift capital 
only if the donee owns the capital interest 
which he has received by gift. And the 
standards which have heretofore been estab 
lished for determining the intent to form a 
real partnership may well be practically the 
same as those which will be used for deter- 
mining ownership. 

This discussion should not be taken as a 
recommendation that counsel completely 
from advising and helping in the 
formation of family partnership whenever 
their use is called for. As was said by Mr. 
Justice Holmes “ 

a line a case is on 


refrain 


when the law draws 
one side of it or the 
other, and if on the safe side is none the 
worse legally that a party has availed him- 
self to the full of what the law permits.” ” 
It is true that in the last several years the 
overzealous tried to push rational 
concepts too far and this appears to have 
made the Bureau overly suspicious towards 
anything bearing the label “family partner- 
ship.” Nevertheless, family partnerships 
valid for tax purposes can be formed and 
availed of provided due caution is exercised 
and no pertinent factors are left unweighed. 


[The End} 


have 


“A constantly swelling government is a sure sign of moral sickness of the 


people under it. 


When the government swells, the people shrink.’’— 


Clarence Manion, Dean Emeritus, Notre Dame Law School. 





* Comment, ‘‘Family Partnerships and the 
Revenue Act of 1951," 61 Yale Law Journal 541. 
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Uneconomic and Unreal Arguments 
by the Bureau Are 


Beclouding Simple Issues 


Additional Capital Gains Opportunities— 
Open Transactions 


By ROBERT H. SABEL, Certified Public Accountant 
Associated with George J. Sabel & Company, Pittsburgh 


This article is reprinted from the 
Fall, 1952 issue of the University 
of Pittsburgh Law Review. 


N THIS PERIOD of heavy income tax 

burdens, the quest for the capital gains 
type of 
portance. This discussion treats of an area 
which may yield some additional oppor- 
tunities for such dealings. Whether or not 
capital transactions should be afforded spe- 
cial tax treatment is not considered. A re- 
view of the present state of the law is the 
only aim. 


transaction has assumed great im- 


The question considered is: What is the 
correct federal income tax treatment for 
installments of price received by a seller 
who has sold a capital asset, when some 
installments due and others 
are to continue to become due upon the 
happening of a given continuing 
gency, contractually agreed upon? 


have become 


contin- 


Stated another way, the question is: How 
should the federal government tax a seller 
upon certain revenues received by him from 
time to time over the years if such revenues 
actually represent portions of the sales 
price of capital assets sold to the buyer 
pursuant to a contingent price contract? 


The purpose of this discussion is twofold: 
first, to enumerate those criteria presently 
required as conditions precedent to granting 


capital gains 
transaction; 


treatment to this type of 
and, second, to consider the 
rationale behind such requirements. 

Since the abstract statement of a problem 
rarely can fully convey its implications, a 
few typical fact situations are submitted in 
order to crystallize the issues for easier 
recognition. In each example following, the 
basic problem is: How should the seller 
treat his receipts, if, as and when he re- 
ceives them? Consider: 

(1) The sale of a partnership interest, or 
of a sole proprietorship consisting largely 
of goodwill, for example, four partners own- 
ing a business, consisting primarily of valu- 
able patents and inexpensive machinery, 
sell their interests to a corporation for (a) 
stock in the corporation, plus (b) to each 
partner 5 per cent of the corporate profits, 
payable yearly from the date of the sale 
until five years after the death of the part- 
ner last deceased.’ 

(2) The a capital asset by an 
individual, for example, an individual own- 
ing shares of the A corporation sells those 
shares to the B corporation for $1,000, plus 
a royalty of one cent per unit on all units 
to be produced by the B corporation during 
the three years subsequent to the date of 
the sale.” 


sale of 


(3) A corporate liquidation, for example, 
the X corporation goes into final and com- 
plete liquidation and Mrs. A, a stockholder 
in the X corporation, receives, in addition 
to cash, certain brokerage contracts. No 





1 Adapted from Imperial Type Metal Com- 
pany, CCH Dec. 10,424-A (BTA memo. op.) 
(1938), aff'd 39-2 ustc { 9661, 106 F. (2d) 302 
(CCA-3). 
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2 Adapted from William A. Cluff, CCH Dec. 
18,467, 17 TC 225 (1951). 





further 
quired to be rendered by the X corporation 
or by anyone else. The brokerage contracts 
call for periodic payments to the X corpo- 
ration, or its 


service upon these contracts is re- 


brokerage fees 
which are to be measured according to the 
volume of product later to be delivered 
pursuant to the contracts. All contracts 
have already been closed by the X corporation.* 


assigns, of 


In fact situations (1) and (2), the pur- 
chase price for the capital asset sold con- 
sists of a basic consideration (stock or cash 
which presumably can be given a fair mar- 
ket value), plus a conditional promise by 
the buyer to pay, and a contingent right in 
the seller to receive, certain additional sums. 
The right to receive 
pay are¢ 


and the promise to 
contingent, for example, upon the 
buyer’s making profits in future years. In 
both situations (1) the sums to 
be received are uncertain as to the amount 
periodic payment and as to the 
total number of payments eventually to be 
made, or both. 


and (2), 


of each 


Thus, the following issues become high 
lighted: When 
How—that is, 
be recognized? 


shall gain be recognized? 


in what tax status shall gain 


Fact 
dation, 
with 
cause a 


situation (3), the corporate liqui- 


eventually to identical 
those of the first situations be- 

stockholder is permitted to treat 
his receipts in total liquidation much like 


proceeds from the sale of a capital asset. 


leads issues 


two 


In addition 
above, which 


to those situations indicated 
primarily involve a sale or 
exchange, two ancillary problems are some- 
times encountered: 


(1) Suppose that the individual who owns 
the right to receive the contingent payments 
assigns that right to a trust, naming one 
other than himself as beneficiary thereof,* 
has this assignment any effect upon the tax 
treatment accorded those payments? 


(2) If the individual, owning the right to 
receive the contingent payments, dies, and 
if the right is of the which he can 
pass on,® what is the tax situation facing 
the estate? 


type 


In the discussion of the problem outlined 
above, it is assumed that the transactions 


involved will not run afoul of the “business 
purpose test” established by the Gregory 


case * and the many cases following it. 


Most discussions today in this field con- 
cern the “anticipation” type of transaction, 
that is, the conversion of ordinary income 
to capital gains through the sale of the right 
to receive such income even while retaining, 
through the “open” characteristics of the 
consideration promised, the continuing reve- 
nue pattern of ordinary income.’ 


While this problem is not exhaustively 
treated here, the principles developed are 
applicable to both “anticipation” and 
capital asset 


pure 
transactions. 

With this background in mind, then an- 
swers are suggested to the basic questions 
of when and how shall gain be recognized 
with respect to contingent 
ments? 


price arrange- 


Limitations upon Purchase Price 


An additional refinement, preliminarily 
required for clear handling of the problem, 
is the clear classification of the 
dominating 


scope of 
the pay 
ments. This discussion is necessary because 


those contingencies 
it may appear to the cursory examiner that 
payments made pursuant to one type of 
contract inherently demand ordinary income 
treatment, while other provisions on their 
face are susceptible of capital gains handling 


For concreteness, suppose that the con- 
tingency upon which the periodic payments 
to the seller depend is the buyer’s making 
a profit in future that is, 
the buyer promises to pay the seller a given 
percentage of the profits produced by the 
asset transferred. There exist at least three 
possible limitations upon such a promise: 


years, suppose 


(1) Payments may proceed so long as 
profits are produced} 
limit at all on 
purchase price. 


This is actually no 


the eventual amount of the 


(2) Payments may continue for a given 


number of years.” Here only a time limit 


is imposed. 

(3) Payments are to continue only until 
a certain amount has been received by the 
seller.” A maximum total price is set. 





* Adapted from Susan J. Carter, CCH Dec. 
16,015, 9 TC 364 (1947), aff'd 482 ustc {§ 9415, 
170 F. (2d) 911 (CA-2) 

* Adapted from Bessie B 
Dec. 11,286, 42 BTA 580 (1940), aff'd 42-1 
{ 9330, 126 F. (2d) 406 (CCA-2) 

5 Adapted from Burnet v. Logan, 2 ust 
283 U. S. 404 (1931) 


Hopkinson, CCH 


USTC 


{ 736, 
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® Gregory v. Helvering, 35-1 ustc { 9043, 293 
U.S. 465 

1 McAllister v. Commissioner, 46-2 ustc J 9337, 
157 F. (2d) 235 (CCA-2). 

5 As in Bessie B. Hopkinson, cited at footnote 
4 

*As in William A. Cluff, cited at footnote 2 

As in George W Potter, CCH Dec. 
16,573(M), 7 TCM 622 (1948) 
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It must now be decided whether there 
exist any organic differences between these 
limitations. Limit (2), the time limit, 
may be enlarged by the parties to embrace a 
period long enough to cover the entire time 
for which the profits in which the seller is 
interested may be expected, that is, if a 
patent is sold, the time limit may be ex- 
tended to the remaining patent life or for 
the number of years in which it may reason- 
ably be thought that the patent of itself 
will tend to produce profits. Thus, a time 
limit alone may little significance. 
Limit (3), the amount limit, is 
even more susceptible to enlarge- 
ment. The set the ultimate 


have 
maximum 
clearly 


parties may 


maximum so high as to cover any reason- 
able profit forecast, or even at a ridiculously 


large figure, so that all profits in which the 
seller could possibly have an interest would 
be exhausted before the limit was reached. 
Thus, it that both of the 
upon the contingent 
payments, time and maximum amount, are 
illusory. 
fact 


may be 
“quantitative” 


seen 
limits 


Each may be so broadened as in 
to be no limit at all. 

Basically, no one type of promise renders 
the payments any more 
tingent than another. 
intent of the 


uncertain or con- 
Depending upon the 
parties, one limit can easily 
be translated into another without altering 
the eventual result of the Ulti- 
mately, the only test which determines 
whether or not the payments are due is: 
Are profits made or not? 


contract. 


Thus, we see 
ment 


that the federal tax treat- 
accorded the payments should not 
depend upon the phraseology in which the 
scope of the contingency is The 

ily test should be payments 


: > 
or not! 


couched 
contingent 


When Shall Gain Be Recognized? 


It must be recalled that, by hypothesis, 


we are considering only the sale or ex- 


change of a capital asset. This hypothesis 
two knotty problems in rather 
but the discussion 


treatment of a 


dispos¢ ~ of 


cavalier fashion, here 


sale or 


concerns the tax 

1 Cited at footnote 5. 

2283 U. S., at p. 413. The judicial history of 
this case may be illuminating. Naturally, all 
of the stockholders of Andrews were faced with 
the same problem, and, as a result, two cases 
were brought before the Board of Tax Appeals: 
Julia Andrews Bruce, CCH Dec. 1870, 5 BTA 
300 (1926), and Edith Andrews Logan, CCH Dec. 
1098, 12 BTA 586 (1928) 30th of these cases 
were decided against the ‘‘recovery of capital’’ 
theory and held that the royalty contracts 
were susceptible of valuation and that, there- 
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exchange of a capital, or “117 (j),” asset, 
not the questions of the elements required 
for a sale or exchange, or what constitutes 
a capital or “117 (j)” asset. The compli- 
cation here dealt with is the one developed 
by successive payments of parts of a sales 
price which become due only upon a given 
contingency, 

The first issue to be considered is: When 
shall gain be recognized? With respect to 
this issue, the controlling case is the well- 
known Burnet v. Logan™ the rule of which 
is that, in transactions such as those con- 
sidered here, the seller must first have re- 
covered the basis ot the before 
the taxing authorities can require the recog 
nition of any gain. 


asset sold 


In essence, the facts of the Logan case 
pertinent to this discussion were that Mrs. 
Logan owned 250 shares of the Andrews 
and Hitchcock Iron Company, which owned 
one twelfth of the Mahoning Ore and Steel 
Company. Mahoning controlled 
certain deposits of iron ore. In 


rights to 
order to 
secure for itself a supply of iron ore, the 
Youngstown Sheet and Tube Company 
purchased from Mrs. Logan and other 
stockholders their shares of Andrews. The 
purchase price for all shares together was 
a certain amount of cash plus a royalty of 
60 cents per ton tor all ore apportioned to 
Youngstown from the Mahoning The 
total royalty fund was to be divided among 
the various sellers according to thei 


Its. 


pro 
portionate number of Andrews shares sold. 
Royalties were to continue until the Ma 
honing pits were exhausted. Mrs. Logan’s 
basis for her shares was about $173,000 and 
her portion of the down payment was about 
$137,500. 

In holding that Mrs. Logan “properly 
demanded the return of her capital invest 
ment before assessment of 
profit based on conjecture,” 
Court seemed to develop a 


taxable 
the Suprem« 
test for dete 
mining which cases may be accorded similar 
treatment, that the 
have no “ascertainable 
that the 


12 


any 


namely, consideration 


fair market value,” 
that is, transaction not be a 
“closed one.’ 


fore, any receipts under those contracts should 
be part gain and part return of capital. 

The cases of the various stockholders were 
then appealed in two groups. One group went 
to the Sixth Circuit in which the Board's de- 
cision was affirmed Hitchcock v. Commis- 
sioner, 44 F. (2d) 756 (1930). The other group 
appealed to the Second Circuit and the com- 
plete return of capital theory triumphed. Logan 
v. Commissioner, 42 F. (2d) 193 (1930). Com- 
missioner Burnet appealed the Second Circuit 
decision to the United States Supreme Court 
which, of course, affirmed 
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The 


before 


“open” tests which must be met 
the return of capital doctrine can 
be applied should, if possible, be formalized 
for easy application. In the eyes of the 
Supreme Court, a promise for future pay- 
ment has no ascertainable fair market value 
when that promise is conditioned upon the 
happening of future events of which a 
reasonable forecast is impossible without 
speculation. Such a promise cannot possibly 
have anything like a cash equivalent, that 
is, under the conditions outlined above, the 
transaction is “open.” 

Here it must be repeated that the placing 
of an amount or a time limit upon the con- 
sideration ultimately to be received does not 
assign a fair market value to the consider- 
ation. The Logan case, which should have 
evoked a statement of all the requirements 
for open status, nowhere prohibits the fixing 
of some ultimate limit. Even if an ultimate 
limit is set, the contingency exists that no 
payments will ever be made. Clearly, the 
promise of contingent payments can have no 
fair market value. The Tuttle and Haynes 
cases establish this.” 

Logically speaking, the recovery of capi- 
tal theory is very well founded, for it ac- 
complishes the following results which are 
difficult or impossible to attain under any 
system of allocation of 
gain and capital: 


receipts between 

(1) Ease of application. There is no dif- 
ficulty in determining just when the basis is 
exhausted and gain must be recognized. 

(2) Certainty of the tax liability. The 
taxpayer’s debt to the government, arrived 
at as a result of actualities and not specula- 
tion, is the correct amount of tax according 
to the gain made. 

(3) Whenever a gain is ultimately made, 
the taxpayer will be required to pay his tax 
The government cannot lose. 

(4) The taxpayer takes the risk of in 
creases in tax rates over the years (although 
the government takes the converse risk). 

(5) Without such a plan, the taxpayer 
might never recover his capital investment. 


In summary, then, the rule, supported by 
the many cases citing the Logan case, is that 
generally, when the consideration for a 
transfer is a conditional promise, the basis 
of the property transferred must be recov- 


ered before any gain is recognized. Indeed, 
the rule of Burnet v, Logan is, in fact, merely 
a rule covering a special case within the 
greater area of sales transactions in which 
the consideration given has no fair market 
value. Under Burnet v. Logan, and the situa- 
tions of interest to this discussion, the 
promise of future payments has no fair 
market value because it is dependent upon 
a contingency. However, in the case of 
Perry v. Commissioner,“ a cash basis tax- 
payer triumphed in claiming recovery of 
basis prior to recognition of gain even when 
the contract to pay was not expressly con- 
tingent upon future event but rather 
was a contract, secured by the entire gen- 
eral credit of the obligor, to pay specified fu- 
ture amounts. 


any 


In all of these cases, the basic issue is 
whether the promise of the vendee has a 
fair market value; if not, the recovery of 
capital theory is applied. Thus, the con- 
tingency should make a very strong case for 
the capital recovery theory. 

Fair market value is a question of fact, 
but the chances are that even an unsecured 
personal promise of future payment, backed 
by the general credit of an obligor who is 
without great personal wealth, has no fair 
market value as of the date of sale. Sev 
eral cases follow this reasoning,” and the 
deferred payment of Internal Revenue Code 
Section 44 seems to recognize such a theory. 


Capital Gain or Ordinary Income? 


Having decided upon the correct time at 
which gain is recognized, and since it has 
here been hypothesized both that the prop 
erty involved is, as to the transferor, a 
capital asset and that a sale, exchange or 
transaction similarly treated has occurred, 
the question now to be considered is: Should 
the tax status of revenues from a sale be 
affected by an agreement of sale that such 
revenues are to be received over periods of 
time or in amounts (or both) which are 
uncertain? (The promise to pay such reve- 
nues is, according to the preceding section, 
incapable of having a fair market value as- 
certainable at the time of sale.) Rephrased, 
the question is: Is there some inherent 
attribute of a consideration of conditional 
installments of sales price to be paid over a 
period or in varying amounts, both with or 





8 Tuttle v. U. S8., 52-1 uste § 9102, 101 F. Supp. 
532 (Ct. Cls.), aff'd 192 F. (2d) 783 (CA-10, 
1952); Haynes v. U. 8., 43-1 ustc { 9479, 50 F. 
Supp. 258 (Ct. Cls.) 1943 

% 46-1 ustc § 9113, 152 F. (2d) 183 (CCA-8). 
See also Estate of Bertha F. Kann, CCH Dec. 
15,959, 6 TCM 913 (1947); Bella Hommel, CCH 
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Dec. 15,424, 7 TC 992 (1946); Frank C. Deering, 
CCH Dec. 10,903, 40 BTA 985 (1939); J. Darsie 
Lloyd, CCH Dec. 9201, 33 BTA 903 (1936) 

% Nina J. Ennis, CCH Dec. 18,543, 17 TC 465 
(1951); Harold W. Johnston, CCH Dec. 17,578, 
14 TC 560 (1950); J. D. Amend, CCH Dec. 
17,122, 13 TC 178 (1949). 
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without limitation, which requires or even 
favors recognition as ordinary income as op- 
posed to capital gains? 

Code Section 117 and the regulations 
based thereon, which, in essence, state that a 
capital gain results from the sale or ex- 
change of a capital asset, do not indicate 
that, in order to secure capital gains treat- 
ment, any particular test need be met by 
the form Why then 
the problem? The issues of this discussion 


of the consideration. 


have arisen because of the non-acquiescence 
of the Commissioner to the cases of Carter 
Smith v. Westover™ and 
other cases relying thereon. These cases, 
which developed from Burnet v. Logan, held 
that the gains recognized from sales such as 
are herein considered should be treated as 
capital gains. 


v. Commissioner,” 


To the government, the idea of continuing 
an open seems to lack some 
inherent trait necessary to a capital transac- 
tion 


i onsideration 


But the Commissioner, in most cases 
on this argued either that the 
not a or that it was 
not of capital assets; his objection is not on 
theory. Thus the seller must make it abun- 
dantly clear in the instruments of transfer 
that the transaction is a sale and that it is 
not within the ordinary course of trade or 
business 


issue, has 


transaction was sale 


To rebut the visceral opposition of the 
taxing authorities, it is submitted that there 
is nothing inherent in this type of transac- 
tion inimical to the capital gains theory. 
Tax reasons aside, there are good economic 
arguments for disposing of a capital asset 
for a contingent open consideration: 


(1) The purchaser may be able to pay 
only out of future profits, being perhaps a 
person without large financial backing but 
of great ability. 

(2) The seller may earnestly believe that 
he has no idea of the value of the business 
or its potential and is willing to part with 
the business only on condition that he be 
assured a fair price, considering future profit 
possibilities. There is no way to consider 
such profits except by a wild guess or by 
awaiting actual performance. Therefore, 
the seller may elect to be paid in install- 
ments as the become clear, neither 
profiting nor losing inordinately by the ex- 
change. 


facts 


The vendor presumably does not 
wish to chance being forced into a bad bar- 


gain solely by tax laws. Nor should those 


laws constrain him to do so, or to make 


1 Cited at footnote 3 


751-2 ustc 7 9469, 191 F. (2d) 1003 (CA-9). 
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conjectural offers if he is willing to wait 
to permit time to bring out the true value 
of his asset, that is, the open transaction 
is blessed with the virtue of realism. 


(3) If future earnings are the criterion 
for a sales price (and in most cases the 
transfers of businesses are to promote future 
activities, not to eliminate them), then the 
sales agreement should be “forward look- 
ing.” The seller should be concerned with 
getting a fair present value for all the fu- 
ture “golden eggs.”’ A price should attempt 
to reflect reasonable forecasts. Open con- 
siderations closely match the intent of the 
parties and should become more and more 
popular as this analysis is accepted. Actually, 
what is the essential difference between 
capitalizing past average profits at 10 per 
cent and taking 10 per cent of the next ten 
years profits? True, the amounts may be 
different but the purposes of the two meth- 
ods are identical. Capitalization, however, 
looks to the past as a basis for a guess 
about the future while the contingent open 
considerations look to future truth. The 
taxation of these alternatives should be 
identical. 


(4) There are some who, if given the pro- 
ceeds of a sale in one amount, might apply 
the sum to unwise ends. Such persons may 
be well advised to discipline themselves by 
transferring assets pursuant to open agree- 
ments. 


For these reasons submitted and others, 
it seems that there are good business and 
personal arguments why open transactions 
occur and why the tax laws should not re- 
strict them. 

Legalistically speaking, also, if the trans- 
action is within the Burnet v. Logan rule, 
that is, the consideration has no ascertain- 
able market value, then, once the basis is 
recovered, further should be 
capital gains. 


collections 


This rule has been developing since Burnet 
v. Logan, and the courts have never been 
apologetic about 
there been any 


pronouncing it, nor has 
theoretical difficulty en- 
countered, or displayed, in arriving at the 
conclusion. In one of the earlier cases in 
this line, heard by Judges Learned Hand, 
Chase and Frank, the rule was pronounced 
and deemed so obvious as to need neither 
explanation nor defense: “This manner of 
paying for the property gave to 

{the purchaser] the rights of an absolute 
owner Consequently, payments re- 
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ceived by the seller after his basis had 
been extinguished would have been taxable 
to him as capital gains... .”™ 

Since this decision, the same issue has 
been decided in the same sense in the fol- 
lowing courts, among others: Courts of 
Appeals for the Second, Third, Fourth, 
Sixth, Ninth and Tenth Circuits, the United 
States Court of Claims and the Tax Court 
of the United States. 

Essentially, these cases seem to hold that 


(1) The means by which the seller is to 
receive his sales price should not require, in 
the absence of 
method; 


statute, a special taxing 

(2) The law is concerned only with real- 
ized and not potential gains; 

(3) The consideration given can have no 
readily ascertainable fair market value, that 
is, it must depend upon some real and stated 
contingency; 

(4) The promise of such contingent pay- 
ments is not equivalent to cash and has no 
fair market value. Payments upon such 
promises are part of the purchase price; and 

(5) Thus far no interpretations of law 
or legislative reports 
capital gains treatment. 


require other than 
A list of some of the more pertinent cases 
is to be found in the footnotes ® and shows 
typical illustrations of corporate liquidations 
and sales of corporate stock, patents, part- 
nership interests and franchises. 
Unfortunately, the Commissioner has not 
acquiesced in any of the Tax Court cases 
noted, except, perhaps, in George J. Nichol- 
son.” On the hand, the Attorney 
General has not authorized any applications 
for certiorari to the United States Supreme 
Court for any of the 
which 


other 


circuit 
have gone against the 


court 
government 


cases 


4% Bessie B. Hopkinson, cited at footnote 4 

” Hofferbert v. Briggs, 50-1 ustc § 9122, 178 F. 
(2d) 743 (CA-4) (sale of patents for percentage 
of sales); Smith v. Westover, 49-1 ustc § 9189, 
173 F. (2d) 90 (CA-9, 1949) (royalty contract 
received in corporate dissolution); Imperial 
Tupe Metal Company v. Commissioner, cited 
at footnote 1 (sale of partnership interest for 
percentage of profits); Tuttle v. U. 8., cited at 
footnote 13 (sale of corporate stock for per- 
centage of oil proceeds up to $2 million); Lamar 
v. Granger, 51-2 ustc { 9386, 99 F. Supp. 17 
(DC Pa.) (sale of patent); U. 8S. v. Jones, 
51-1 ustc § 9239, 96 F. Supp. 973 (DC Colo.) 
(sale of busline franchise for percentage of 
revenues); U. 8. wv. Yerger, 44-1 ustc {% 9282, 
55 F. Supp. 521 (DC Pa.) (transfer of partner- 
ship interest to a corporation for percentage 
of corporate profits); Haynes v. U. 8., cited at 
footnote 13 (sale of stock for percentage of value 
of oil produced up to $10 million); Richard W 
TeLinde, CCH Dec. 18,910, 18 TC 91 (1952) (prior 
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It would therefore seem that, if transac- 
tion is brought within the cited cases, it 
should secure capital gains treatment. 


Complications of the General Rule 


Corporate Liquidations—Basically, it is 
felt that the legislative intent contemplates 
that stockholders treat corporate liquida- 
tions as dispositions of corporate shares, 
held as capital assets, to be accorded capital 
gains treatment. 

These liquidations have, in the great ma- 
jority of cases, worked out very well, In 
late years, however, the application of the 
open transaction has caused the 
government to press for some re-examina- 
tion of legislative intent 


theory 


There is little doubt that the transaction, 
to which objection is particularly made, is 
one in which the corporation, 
claim to some long-term payments of in- 
stallments of ordinary income, goes 
liquidation, giving the stockholders 


having a 


into 
direct 


possession of that income claim. However, 


because of the capital gains features of a 
liquidation, revenues, which in the hands of 
the corporation would have been ordinary 
income, are now capital gains in the stock- 
holders’ hands. This result, naturally, is 
only possible if the open transaction theory 
remains intact.“ Such transactions, assum- 
ing a good business reason, have heretofore 
been very effective. The Commissioner con 
tends, however, and perhaps rightly so, 
that what has occurred is merely an in 
equitable and noneconomic transmutation 
of ordinary income into capital gains 
Actually, there seems to be a 
for an economic 


nec d he ré 
view of the transactions, 
unblurred by technical legalisms 
liquidations under both Section 
and Section 115 of the Code, 


Corporate 
112 (b) (7) 
to the layman, 


law—sale of book by 
Taylor, CCH Dec. 

(sale of patent for 
Carl G. Dreymann, 


author); Halsey W. 
18,125, 16 TC 376 (1951) 
percentage of net sales); 

CCH Dec. 16,526, 11 TC 
153 (1948), CCH Dec. 17,520, 9 TCM 132 (1950); 
Susan J. Carter, cited at footnote 3 (corporate 
liquidation, stockholders receiving brokerage 
contracts); George J. Nicholson, CCH Dec 
13,851, 3 TC 596 (1944), app. dis. (CCA-6, Octo- 
ber 17, 1945) (sale of corporate stock for per- 
ton royalty of stone quarries); William A 
Cluff, cited at footnote 2; George W. Potter, 
cited at footnote 10; Lester P. Barlow, CCH 
Dec. 13,218 (M), 2 TCM 133 (1943) 

* 1944 CB 21. 

*Such a situation is 
Carter, cited at footnote 3, in which royalty 
payments on service contracts, on which no 
further work was required, were made to the 
stockholders directly as a result of corporate 
liquidation. 


typified by Susan J 
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are essentially simple transactions. A large, 
remote, impersonal thing, the corporation 
goes out of business and pays off its share- 
holders-owners. To the small shareholder 
of a large corporation, this paying off, in 
most cases in cash, is in no way distinguish- 
able outright Capital gains 
treatment seems 


sale. 


natural 


from an 


However, the corporation liquidations with 
which this discussion is concerned usually 
involve smaller and more closely held cor- 
porations. For worse, most 
transactions concerning corporate existence 
are made with a wary eye to the tax laws 
The basic economic relations of big, widely 
held corporation liquidations are 
cantly altered, namely: 


better or for 


signifi- 


(1) The payments are usually partially in 
cash and partially in kind. 

(2) Former business activities may con- 
tinue. 

(3) The relations of the 
holders to the 
altered, 


former stock 
business activities are not 
that is, the same people do the 
same things before and after the liquidation 
with respect to the 
volved. 


business activities in- 


7 hus, there 
between the 


seems to be a basic difference 


‘sale’ of a 


large corporation 
“substitution” of the 
governmental approach 
that of making statutes 
equally applicable to large and small with- 
out distinctions, 


liquidation and the 


small. The usual 


to a problem 


because of size 
an approach which has so badly confused 
the wage price 


mandatory 
stabilization problem—has 
tax benefits, peculiarly available 
small 


nere it d to 


to the 


Mace Osenbach” attempt to 
whittle down the area covered by the gen- 
eral rule 


corporation. 


shows an 


for capital gains recognition on 
open liquidations. As a result of this case, 
recently affirmed, the 


has become a delicate 


corporate liquidation 
transaction through 
which to claim continuing capital gains. 
Mr. © and Mr. C each owned one half of 
the stock of the Federal Service Bureau, 
Inc., which corporation, in October of 1941, 
purchased the remaining assets of the Ameri 
can Bank and Trust Company of Richmond, 
Virginia. Among these assets were certain 
mortgages and claims 
Federal 


loans, In December, 
1944, dissolved according to the 
provisions of Code Section 112 (b) (7) and 
its assets, therefore, came into the hands of 
Mr. O and Mr. C. Neither Mr. O nor Mr. 


C argued that these had no fair 


assets 


2 CCH Dec. 18,625, 
52-2 ustc 7 9409 (CA-4) 


Capital Gains 


17 TC 797 (1951). aff'd 


market value, and they were denied capital 
gains treatment for recoveries on these 
claims in their basis. The tax- 
payers were held to have realized ordinary 
income on such 


excess of 


recoveries. 

In order to eliminate the enlargement of 
the liquidation-capital gain provisions of the 
Code, the 
this case, attempted either to place some 
kind of fair market value on all property 
received by stockholders in liquidation, or 
to show that the in truth a 
closed one. Here they were successful on 
both counts. 


government lawyers have, as in 


transaction is 


The first argument seems realistically and 
economically unsound. No visionary evalua- 
tion of a conditional promise can have much 
connection with the later occurring truth, 
other than by pure chance. Burnet v. Logan 
very clearly that to assign some 
speculative theoretical value to a contingent 
consideration is improper in the light of the 
law and the requirements of logic and fair- 


ness. 


When, as time passes, the true value of 
the consideration becomes known, the tax 
will then be paid. In the Osenbach case, 
however, the taxpayer did not argue the 
difficulty of ascertaining a fair market value 
for the assets 


states 


received, nor was any em- 
phasis placed by him upon the contingent 
and continuing nature of the recoveries 
Thus there was little basis for arguing that 
recoveries after liquidation were part of the 
liquidating consideration even after the as- 
signed value had been recovered. 


Second, the government 
Section 112 (b) 
very nature, a 


argued that a 
(7) liquidation is, by its 
closed transaction, The 
policy of this contention, plus its extension 
to ordinary Section 115 (c) liquidations, is 
more complex in its analysis and possible 
consequences than the policy of attempting 
to assign fair market when 


values none 


exist. 

To recall the background, remember that, 
in the liquidations considered here, stock- 
holders receive some corporate assets which, 


admittedly, have no readily ascertainable 


fair market value and upon which receipts 


may be expected only in uncertain amounts 
and for an unsettled period. The problems 
are, regardless of whether such assets are 
distributed in a Section 112 (b) (7) or Sec- 
tion 115 (c) liquidation, how the stockholder 
should report them and, when collections 
are made, how should they be taxed. 





The Treasury’s position, reflected by the 
Osenbach case, is to call Section 112 (b) (7) 
liquidations closed, and the tendency will 
no doubt be to extend that contention to 
Section 115 (c) liquidations. Naturally, the 
result of such a view will be to render post- 
liquidation collections, such as are here con- 
sidered, ordinary income. 

The following analysis must play a large, 
if tacit, part in arriving at such an opinion. 

In what is rigorously termed a sale, the 
opposing parties negotiate until they reach 
an agreement, that is, an exchange of prom- 
ises, The actual transaction has not yet 
Then, when the property is ex- 
changed, the goods on one side for money 
on the other, the transaction takes place. 
The goods and the consideration for them 
are the objects of the transaction. Should 
the rendering of performance be in 
installments, it is obvious that the trans- 
action remains 
still are 


begun. 


one 


open-——some 
outstanding. 


performances 
Thus, the subject 
matter of the transaction, the exchange of 
performances, determines how long the 
transaction is open. 

$y contrast, in a liquidation, the negotia- 
tions lead up to an exchange of corporate 
stock on one side for the corporate assets 
on the other. Should the liquidation be in 
kind, part of the corporate 
exchanged would be in cash. Now, when 
the stock is transferred, the stockholders’ 
performance is complete. The Treasury De- 
partment feels that when the corporation 
distributes its assets, whatever they are, 
the corporation 


only assets 


likewise is 
complete, no return on open assets being 
necessary. 


performance 


So runs the govern- 
ment’s position. When it is said, as in the 
Osenbach case, that Section 112 (b) (7) is 
closed, the government relies not only on 
the one-month statutory time limit of that 
section, but also upon the above analysis 
that all performances are complete. 


substance of the 


Actually, one concurring opinion goes on 
to state: “The erstwhile stockholder 
has finally and completely disposed of his 
stock {and] has received assets of 
the corporation in full and complete satis- 
faction therefor. The transaction is 
just as much a closed transaction as if he 
had paid cash in full for the property, in- 
stead of stock.” ™ 

Therefore, it appears that the Osenbach 
case, while deciding only a Section 112 (b) 


Se Re TNR ee 


(7) liquidation, is really applicable also to 
a Section 115 (c) liquidation, Although the 
court relied partly upon the one-month time 
limit of a Section 112 (b) (7) liquidation, 
note that Section 115 (c) liquidations also 
once had a time limit—three years.“ Open 
transactions, to fulfill their purpose, may 
last much longer. 

Several arguments are available to rebut 
the application of the Treasury Depart- 
ment’s view and to establish the availability 
of the open transaction theory to corporate 
liquidations. 

First, both the courts and the Commis- 
sioner have agreed to the application of 
Burnet v. Logan to such dealings, that is, the 
cost basis must be recovered before any 
gain of any kind is recognized,” a result 
possible only under the open theory. 

Moreover, a reasonable interpretation of 
the regulations does nothing to restrict the 
open theory. Regulations 111, Section 29.115-5 
states: “but no liquidation is completed until 
the liquidating corporation and the receiver 
or trustee in liquidation are finally divested 
of all property (both tangible and intangi- 
ble).” Regulations 111, Section 29.112 (b) 
(7)-1 declares: “Section 112 (b) (7) provides 
a special rule in the case of certain spe 
cifically described complete liquidations ous 
for the treatment of gain. and goes 
on: “The Code also requires that the trans 
fer of all the property, both tangible and 
intangible, of the corporation under the liqui- 
dation occur entirely within some one cal- 
endar month, .” [Italics supplied. ] 

Therefore, it seems that Section 112 (b) 
(7) is only an election as to gain recognition 
and is not a separate or distinct type of 
transaction to be distinguished for our 
from a Section 


uT- 
poses 


T 

t 
115 (c) liquidation. 
Such an act is, in fact, but a special category 
within Section 115 (c). 


Further, it seems that what is meant by 
complete liquidation refers to the status of 
the corporation and not to that of the 
individual stockholder, that is, the law is 
interested that the corporation, divested of 
all its assets, with all of its stock turned in, 
be completely inoperative as a 
entity. The law 


business 
seems not so much con- 
cerned with whether stockholders are im- 
mediately reimbursed for their shares in 
liquid assets. This being the case, it ap- 
pears perfectly possible to have a liquidation 
completed as to the corporation within the 
meaning even of Section 112 (b) (7) while 





Turner, J.» im concurring opinion, 
*% Superseded by present Regs. 111, Sec 
29.115-5, T. D. 5230, 1943 CB 299, at p. 303. 
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2% Alvina Ludorff, CCH Dec. 10,740, 40 BTA 
32 (1939); O. D. 461, 2 CB 85 (1920). 
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A reasonable interpretation of the 
regulations does nothing to 
restrict the open theory. 


the stockholders still may look for further 
returns to complete the deal. Thus may the 
purposes of the statutory provision be ac- 
complished without interrupting, as to the 
stockholders, the open transaction theory. 


Again, Section 115 (c) forthrightly states 
that “Amounts distributed in complete liqui- 
dation of a corporation shall be treated as 
in full payment in exchange for the stock. 

” In view of this position, it is clear 
that in any liquidation the stockholder is in 
the position of a vendor of corporate shares 
while his corporation is a vendee, despite the 
portion quoted above, of the Osenbach case 
which attempts to give an opposite impres- 
sion, Applying the theory already 
developed, it appears that what interests the 
stockholder is an exchange of assets, not an 
exchange of promises. Thus the stockholder 
wishes to receive not the promises of some 


sales 


one of the corporation’s obligors, but cash. 
He would not sell his stock for a promise 
of future payment; he sold for value and, 
until he receives value, the performances 
are, as to him, incomplete. 


Finally, should the rule in the Osenbach 
case be applied, it would lead to results 
manifestly unfair and inimical to enlightened 
business practice of which the 
are examples: 


following 


Suppose that the corporation possesses an 
asset which concededly has no readily as- 
certainable fair market value. The tax- 
payer, faced with reporting the liquidation, 
has a choice between 
he may 


courses—either 
fair market value 
on that asset and attempt to secure enough 
cash to pay his tax thereon, always haunted 
by the risk that he may never collect the 
declared amount, or he may declare a low 
market value and, therefore, be liable for but 
a low tax upon liquidation, running the risk 
that he will later be saddled with heavy 
ordinary income rates on subsequent col- 
lections which he might have treated as 
capital Thus the stockholder must 
make an election which introduces an addi- 
tional risk factor to a transaction 
any chance of 


two 
declare a high 


gain. 


without 
therefrom, and with 
only a hope of breaking even by being 
somewhere near the truth through a lucky 
estimate. In short, the government’s view 
penalizes liquidation transactions. 


gain 


Capital Gains 


Suppose the corporation has sold a capi- 
ital asset on an open consideration basis and 
is entitled, following the general rule, to 
capital gain rates. Now, if the corporation 


liquidates and distributes this sales contract 
in liquidation, should the taxpayer be de- 
nied capital gains? Obviously not. 


Both of the above situations give rise to 
inequities, Furthermore, these inequities 
arise without The government 
should be in no greedy rush—it will get its 
money eventually, just as the taxpayer gets his. 
Surely, the tax authorities have not yet been 
generally permitted to force a taxpayer to 
anticipate and to pay taxes upon it. That 
capital gains treatment is appropriate to 
liquidations cannot be disputed. The open 
transaction gives the government 
the correct amount of tax accurately and 
when, as and if it becomes due. 
thorities are entitled to no 


reason. 


theory 


The au- 
more, 

At this point it must be mentioned that 
should any contracts. be received by the 
stockholders as proceeds in liquidation, 
these contracts ought not require any con- 
tinuing service, lest the proceeds be held 
ordinary income. The contracts can repre- 
sent Only claims for past sales or work done. 


Exceeding the “Ascertainable” Value— 
Suppose, in a corporate liquidation or in a 
state of capital assets which has been consum- 
mated on a contingent consideration basis, 
that the stockholder or vendor, for the 
purposes of calculating his taxwise gain, has 
ascertained and declared a fair market value 
for the contingent consideration. If the 
consideration is truly contingent, the value 
of the proceeds is, in truth, not ascertainable 
at all, but the taxpayer has forced 
by Treasury Department pressure to place 
a value thereon. 


been 


As time progresses, 
tions upon the 
exceed the 


suppose that collec- 
contract reach 
market value. 
the taxpayer faces a problem of 


sales and 


Now, 


how to 


declared 


report his receipts which will continue on 
this contingent basis for the life of the 
Note that if the declaration of 
value had been larger originally the entire 


contract. 


amount would have been subject to capital 
gains rates. Now, however, since the earlier 
enforced guess by the taxpayer was incor- 
rect, the government penalizes him by in- 
variably demanding that the excess receipts 
be reported as ordinary income. From the 
mere statement of the problem, it can be 
seen that the government’s position is both 


illogical and inequitable. 
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This inequity was recognized and rem- 
edied in the case of Tuttle v. U. S.* in which 
the fact situation was almost identical to 
the one. hypothesized. In holding that the 
receipts in excess of the ascertained value 
were to be given capital gains treatment, 
the court made little argument but seemed 
to accept its conclusion as logical, equitable, 
and required by the letter and spirit of the 
law. Haynes v. U. S.,” cited in the opinion, 
stands for the general principle of recogniz- 
ing capital gains in contingent consideration 
sales. Tuttle merely admits a logical extension. 


As a matter of equity, there is no ground 
for opposition to the Tuttle extension. If one 
can declare or guess a value for a contin- 
gent consideration and pay a capital gains 
tax thereon, why should he be penalized 
if he declares a lower value at the time of 
the transaction and is willing to pay his tax 
on later excess payments when received? 
The character of the transaction certainly 
does not change because of the passage of 
time or the valuation guessed at. Further, 
the less liquid or wealthy vendor should 
not be discriminated against merely because 
he has no readily available cash with which 
to defray a high capital gains tax based 
upon a purely speculative fair market value. 

This is another situation in which the 
government should not stoop to unseemly 
haste in levying taxes upon income not yet 
received, or even assuredly receivable. 


Death of Vendor—-Gift in Trust by Ven- 
dor—These involvements arise under the 
following circumstances: 


(1) Mr. A, owner of a capital asset, sells 
it to Mr. B for a contingent consideration 
to extend over ten years. At some point 
during the ten-year period, assume during 
the fifth year, Mr. A dies. Up until his 
death, he has successfully claimed capital 
gains treatment on the installments re- 
ceived. What now happens to the tax 
status of future receipts? 


First, pursuant to the provisions of the 
federal estate tax laws, all assets of the de- 
ceased must be valued. This is a statutory 
provision not found in the income tax laws. 
Therefore, in any event, the executor of Mr. 
A’s estate must compute the present value 
of future receipts in respect of the sales 


% Cited at footnote 13. 

27 Cited at footnote 13. 

*% It is well to point out here that Burnet v. 
Logan, although often cited for capital gains 
purposes, was actually decided with respect 
to taxable years (1917, 1918, 1919, 1920) prior 
to the introduction of the capital gains con- 
cept into the Income tax law. Revenue Act of 
1921, Sec. 206 (a) (1). The applications of the 
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contract and an estate tax must be paid 
on that value. 


Here again, the case of Burnet v. Logan 
controls certain of the future receipts.” 
The Supreme Court, in this case, a portion 
of which had already established the re- 
covery of capital theory, applied that theory 
to the above facts and required that, before 
the estate or the beneficiaries report any 
gain on the receipts, the estace tax value 
assigned to such future receipts must be 
completely recovered. Thus, while recov- 
eries up to the estate tax value are not 
liable for any income tax—the estate tax 
already having been paid—a problem does 
arise should payments exceed that valuation. 


(2) Suppose Mr. A, having sold a capital 
asset on a contingent consideration basis, 
turns over the contract to a trust of which 
he is in no way the beneficiary and over 
which he maintains no control. 


Whatever may be the gift tax liability 
for a gift of such contingent value, such 
liability has no effect upon the problem of 
later collections. The problem here is 
whether the fact that a trust intervenes 
between vendee and beneficiary of the pay- 
ment alters the capital gains 
available. 


treatment 


The two fact situations just outlined are 
allied because estates and trusts are treated 
together in the income tax law. This prob- 
lem of continued receipts by a fiduciary of 
proceeds of a sale of capital assets was 
discussed in more detail than is possible 
here in another article by the author.” 
Essentially the conclusions arrived at are 
that trusts and estates are mere conduits 
for the revenues which they receive and 
must pass on. As such they can have no 
effect upon the tax characteristics of those 
revenues—“what the [estate or] 
trust distributes is dollars, The taxable 
status of those dollars is governed by the 
transaction which brought them into the 

. . [estate or] trust.” ” 


Therefore, it seems evident that, should 
an estate receive collections in excess of the 
estate tax value, those collections should be 
determined as to their tax treatment by 
their parent transaction. The intervening 
death, or valuation in this case, has no 





case must be restricted to the narrower rule 
of recovery of capital and recovery of estate 
tax valuation. Such restricted application has 
been used herein. 

2? Note, ‘“Tax Characteristics of Certain Pay- 
ments to Trust Beneficiaries,’’ 13 University of 
Pittsburgh Law Review 385 (1952): see, also, 
Code Sec. 126 (a) (3). 

* Note cited in footnote 29, at p. 389 
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It would seem that except for 
patents, and to a lesser degree for 
other depreciable assets, the 
vendee must capitalize his payments 
of purchase price. 


effect 


seems, 


upon their tax characteristics, It 
in addition, that the question of 
exceeding the estate tax valuation is sus- 
ceptible to the same arguments as were pro- 
pounded for the “exceeding the ascertainable 
value” complication above. 


Deductibility of Payments—We now come 
to an area which, in most discussions of this 
subject and hitherto in this article, has been 
ignored. A sale or exchange which yields 
capital gains to the vendor is most welcome. 
However, in every such transaction there 
is another party, the forgotten man, the 
vendee, How is the vendee to pay for his 
new acquisition ? 


which the transaction 
is closed as between the two parties, either 
the cash payment is made or financing is 
required. 


In most sales in 


However, one of the reasons for 
an open transaction of the type under dis- 
cussion is the opportunity which it affords 
for meeting payment requirements directly 
out of the profits to be gained from the 
asset purchased. Inherent in this type of 
situation is a desire on the part of the pur- 
chaser to take as a deduction from income 
those installments of purchase price which 
he is bound to pay. 


Thus, should Mr. A sell his shares of B 
corporation to C corporation for a per- 
centage of the profits of the latter for the 
ten years following, corporation C would 
be seriously tempted to treat its periodic 
outlays as ordinary and necessary business 
expenses 


Now that the situation is so disclosed, it 
is elementary to realize that such transac- 


tions represent the acquisition of a lasting 
asset, perhaps a capital asset, and that pay- 
ments made are payments of purchase price 
which cannot be expensed but which must 
be capitalized, that is, added to the basis 
of a particular asset or included as goodwill. 


This position could be a difficult bite to 
swallow if the vendee is considering pur- 
chasing a business for 60 per cent of the 
new profits before taxes for five years while 
the taxes on the business profits themselves 
may take a 60 per cent cut. 


Unfortunately for the vendee, the vendor 
will insist, so as to insure that his receipts 
will be capital gains, that the transaction 
be a sale or exchange within the meaning 
of Section 117 and not a lease or license. 
As a result, any one of the line of cases ™ 
governing this issue typically might state 
that the payments are part of the purchase 
price and not deductible as ordinary and 
necessary business expenses. This conclu- 
sion holds for all capital assets so sold, 
although, as will be seen, there exists a 
rescue mechanism for patents and other like 
assets of a statutorily determinate life. 


For patents and like capital assets, the 
courts have held® that the purchase pay- 
ments in each year may be offset by a 
depreciation charge of an identical amount 
against current income. Such a procedure 
obviously amounts to expensing the pur- 
chase payment. 


While, at first blush, such a system may 
seem remarkable, one must realize that 
should a profitable year be followed by 
many unprofitable years for the remainder 
of the patent life, any scheme of continuing 
depreciation would not permit recovery of 
cost. Also, if the depreciation should thus 
be ineffective over the life of the patent, its 
benefit would be forever lost except to the 
extent available as a loss carry-forward. 

For other depreciable assets, it seems that 
the issue has not been litigated, but presum- 
ably at present one is limited to a deprecia- 
tion charge amounting to a portion of each 
payment thus far made, determined accord- 
ing to the remaining life as of the year of 
payment. 

Thus, it would seem that except for 
patents, and to a lesser degree for other 
depreciable assets, the vendee must capital- 
ize his payments of purchase price. 

A résumé of conclusions and recommenda- 
tions follows: 


(1) If the installments of purchase price 
are each contingent upon some event, the 





%t Burton-Sutton Oil Company, Inc., v. Com- 
missioner, 45-2 ustc {§ 9359, 150 F. (2d) 621 
(CCA-5); Quintana Petroleum Company v. Com- 
missioner, 44-2 ustc {§ 9380, 143 F. (2d) 588 
(CCA-5) 1944; Hunt v. Commissioner, 43-1 ustc 
7 9440, 135 F. (2d) 697 (CCA-5); Commissioner 
v. Rowan Drilling Company, 42-2 ustc { 9628, 
130 F. (2d) 62 (CCA-5); Imperial Type Metal 


Capital Gains 


Company, cited at footnote 1; Los Angeles 
Towel Service Company, CCH Dec. 17,198 (M), 
8 TCM 847 (1949); BH. V. Price, CCH Dec 
11,884-E (BTA memo. op., 1941). 

8 Associated Patentees, Inc., CCH Dec. 14,440, 
4 TC 979 (1945); M. EB. Cunningham Company, 
CCH Dec. 18,211 (M), 10 TCM 276 (1951). 
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promise to pay such installment 
readily ascertainable fair market 
Such considerations are open. 
clusion is not 


has no 

value. 
This con- 
altered even though maxi- 
mum time or amount limits are set on the 
payments since each interim payment is 
subject to the contingency. 


(2) In a sale or exchange of a capital 
assets for an open consideration, no gain is 
recognized until the basis is recovered, 

(3) Once the basis is recovered, further 
receipts from such a 
yield capital gains. 


transaction should 


(4) Corporate liquidations involving open 
assets should be treated according to the 
general rule, notwithstanding cases to the 
contrary. Should the uneconomic transmu- 


tation of ordinary income factors be deemed 


+ ET tte DBE 


undesirable, the Code should be changed 
accordingly. 

(5) If an open consideration, as a result 
of government pressure, be assigned an 
arbitrary value, and if this value is exceeded 
by later collections, equity demands that 
if the consideration was originally entitled 
to capital gains, then the later excess collec- 
tions are likewise privileged. 

(6) The intervening death of the vendor 
or the assignment by the vendor of the 
sales contract to a trust should not effect 
the tax treatment accorded the sale. 


(7) Payments by the vendor with respect 
to the sales contract are payments of pur- 
chase price and, except in the case of 
patents and to a lesser degree in the case 
of depreciable property, 
must be capitalized. 


such payments 


[The End] 


PAYMENTS BY A PARTNERSHIP TO FORMER PARTNERS OR 
THEIR ESTATES—Continued from page 446 


Gudeon decision, it 
decedent’s 


may be agreed that 
future fees or com- 
missions will be liquidated and paid out of 
such fees or commissions as earned, or out of 
future firm profits under a substituted measure 
of the amount thereof, although this agreement 
does not result in the decedent’s estate 
becoming a partner in the firm, Although 
the court that these three 
cases involved payments of a proportion of 
future profits rather than 
price, this 
upon as a 


interest in 


also mentions 


a fixed purchase 
cannot be relied 
distinction since the 
amount of sale price may be measured by a 
percentage of future profits.” Therefore, 
while there can be no liquidation unless 
the liquidating payments are made out of 
future firm profits or future collections of 


factor alone 


basis for 


previously earned fees or commissions, this 
factor alone will almost certainly not 
vent the transaction from being 
a sale. 

Although the Wilkins opinion recognized 
and applied the language and form of sale 
contained in the partnership agreement, in 
two other decided after the 
Wilkins Tax Court has re- 
fused to recognize the existence of a sale 
when the withdrawing partner’s only inter- 
est was in future fees. While a cursory 
examination of these two decisions leaves 
the impression that the Tax Court may be 
relaxing its attitude with respect to the 

* Willard C. Hill, cited at footnote 9; Arthur 
K. Pope, cited at footnote 10; Bavier C. Miller, 
cited at footnote 5 
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existence of sales in such cases, closer 
examination indicates that this probably is 
not the In James Wesley McAfee,” 
the retiring partner of a law firm entered 
into a contract with the remaining partners 
purporting to sell to them his entire interest 
in all firm property for $20,000. It was 
agreed, however, that after the remaining 
partners had collected all amounts receiv 
able on account of business done up to the 
date of taxpayer’s retirement, his exact 
share of such receipts would be determined 
If that amount was more than $20,000, he 
was then to be paid the excess; if 
was to pay back the difference 


case, 


less, he 


The case arose when the retiring partner 
that he had rship 
and, therefore, was entitled to re 
from that 


alleged sold his 


partne 
interest 

port the 
capital gain 


The 


yroceeds sale as 
I 


court construed the agreement ac- 
cording to its effect, 
found that the provision d¢ 
scribed above could only mean that the tax 


payer was to receive nothing more or less 


and and 


contingent 


substance 


than his share of the partnership earnings. 
Therefore, it was held that there had been 
no sale. It seems clear, however, that the 
court was preoccupied with the question of 
whether or not the receipts constituted 
capital gains in the hands of the retired 
partner. Generally, the sale of a right to 


28 CCH Dec. 16,081, 9 TC 720 (1947). 
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receive partnership income from services is 
held to result in ordinary income, since a 
partner cannot by this means convert what 
would otherwise be ordinary income into 
capital gain. (See, for example, Helvering 
v. Smith.™) Thus, the ultimate result was 
not necessarily dependent upon the court 
finding that no sale had taken place. Note 
also that the opinion states that “Helvering 
v. Smith, supra, involved substantially the 
same question as that presented in the in- 
stant case ” Therefore, it is sub- 
mitted that it may be dangerous to 
consider the McAfee decision as evidence that 
the Tax Court is relaxing its attitude as to 
the existence of a sale. 

Another Tax Court case, decided six 
months before the Wilkins decision, con- 
sidered the problem of the existence of a 
sale in a situation in which the withdrawn 
taxpayer's only right apparently was to re- 
ceive an amount as a substituted measure 
for his interest in earned but uncollected 
fees. Estate of Frederic C. Bellinger in- 
volved the retirement of a partner from the 
law firm of Coudert Brothers, which firm 
accounted for income on the accrual basis. 
The partnership agreement specifically pro- 
vided that except for Coudert and one 
other, who was not the taxpayer or his 
estate, a deceased or retired partner was to 
have no right or interest in the law prac- 
tice, firm name, clientele, accounts receiv- 
able, or any property or assets of the firm 
The agreement then provided that upon 
death or retirement, such a partner would 
receive an amount equal to his proportion 
of the profits of the practice for two years 
thereafter “in lieu and satisfaction of all 
rights . . . in the unfinished matters of 
the firm, its business, clientele, property and 
assets of all and every character.” 

Although the opinion does not discuss the 
point, such other partners, including the 
taxpayer, apparently could have had an 
interest only in fees which were earned but 
unaccrued (since the firm was on an accrual 
the date of death or retirement 
In addition, the effect of the provision quoted 
above, regarding payment, was to provide a 
rather approximate substituted measure of 
the decedent’s right to share in such unac 
crued items. 

Bellinger withdrew in May, 1940, and ap- 
parently reported the amounts of such pay- 
ment received by him under this agreement 


basis) at 


| Grand Staircase, Congressional Library 


as income. However, he died on Septem 
ber 9, 1941, and his estate contended such 
amounts received by it 
income, but the return of a capital asset, 
on the theory that, upon his withdrawal, 
Bellinger had “sold his right to receive the 
amounts in question” to the firm, Under 
this theory, Bellinger would have had no 
basis for his right to these payments, and 
under Helvering v. Smith,™ they would have 
been ordinary income in his hands 
his death in 
of an 


were not taxable 


Upon 
1940, however, in the absence 
election to have the Revenue Act of 
1942 apply, his estate would apparently have 
acquired a basis for such right equal to its 
valuation for estate tax purposes.” This 
would then have allowed the estate to re 
ceive these payments free from income tax 
to the extent of that value. Therefore, if 
this result was to be avoided, the trans 
action could be considered neither as a 
sale nor as a liquidation of decedent's rights 
to such future fees, but only as a right on 
the part of the estate to share in future 





*% 37-2 ustc 7 9329, 90 F. (2d) 590 (CCA-2, 1937); 
Richard 8. Doyle, CCH Dec. 9950, 37 BTA 323 
(1938), aff'd 39-1 ustc § 9340, 102 F. (2d) 86 
(CCA-4, 1939); cf. Max Swiren, CCH Dec. 
17,241(M), 8 TCM 924 (1949), rev’d 50-2 vustc 
{ 9384, 183 F. (2d) 656 (CA-7, 1950). 
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* CCH Dec. 14,996(M), 5 TCM 90 (1946). 
* Cited at footnote 24. 
27 See footnote 4. 





operating profits of the firm under the Bull™ 
or Coates™ rationale. 


In a memorandum opinion, Judge Stern- 
hagen failed to consider the possibility that 
the payment might be in liquidation of the 
taxpayer’s interest in the future fees. How- 
ever, he did hold that the plain language 
of the agreement refuted the idea that these 
amounts were in reality the sale price of the 
withdrawing member’s assets or interest in 
the business, since he obviously had none, 
and cited Bull v. U. S.™ to the effect that 
“the survivors have purchased nothing be- 
longing to the decedent, who has made 
no investment in the business and owned 
no tangible property connected with it. The 
portion of the profits paid his estate was 
therefore income and not corpus ig 

Because of the peculiar factual] situation 
in the Bellinger case and the capital gains 
issue in the McAfee decision, it is submitted 
that these two cases can not safely be 
relied upon as indicating a relaxing of the 
attitude of the Tax Court upon the pur- 
chase and sale point.” 

In summary, it may be stated that after 
the 1934 amendment of Section 42, the dece 
dent’s interest in future fees or commissions 
no longer escaped income tax in his hands, 
or in the hands of his estate or heirs. 
Therefore, any pressure previously felt by 
the prevent tax avoidance by 
holding that a sale had been made and that 
the fees were therefore taxable to the re- 
maining partners, was thereby removed. 
Yet, despite a superficial appearance of 
relaxing the previous rules with respect to 
such sales, the courts actually continued 
to apply the old purchase-and-sale con 
cept as rigidly as ever except in a few very 
restricted situations when a relaxation of 
the principles operated adversely to the 
taxpayer. Thus, where the withdrawn part- 
ner’s only interest is in future fees, the 
him or his estate of a fixed 
amount in exchange for all of his interest 
in such fees is regarded as a sale of his 
interest in fees. Nevertheless, the 
Tax Court clearly indicates it is still pos- 
sible to liquidate a partner’s interest in 
future fees, either by a strict accounting, 
or by using a substituted measure for deter- 
mining his interest therein, without having 
the transaction regarded as a sale. 


courts to 


receipt by 


those 


*% Bull v. U. 8., cited at footnote 6. 
2 Charles F. Coates, cited at footnote 21 

*® Cited at footnote 6. 

a Cf. Estate of Thomas F. Remington, CCH 
Dec. 15,924, 9 TC 99 (1947), involving a similar 
point with respect to a deceased employee. 

*% CCH Dec. 11,861-B (BTA memo. op., 1941). 


470 


June, 


1953 @ 


Ee reese ® We eh eT aaears Papin : 


Previous Interest Not Limited to Future 
Fees.—In Lawrence W. Zonsius,” an insur- 
ance partnership agreement provided that upon 
death or retirement a fixed sum was to be 
payable to the withdrawn partner or his 
estate in 24 monthly installments “in lieu of 
all his interest in and to the business, profits 
and assets” of the partnership. It was also 
provided that a retired or deceased partner’s 
share of uncollected commissions on business 
written prior to retirement or death would 
accrue to his account as earned, The state- 
ment of facts in the opinion indicates that 
such fees, in fact, were accrued. The part- 
nership sought to deduct the amount of in- 
stallment payments of the fixed amounts 
due to deceased and retired partners, but 
the court held that the payments were capi- 
tal expenditures, thus implying the existence 
of a purchase and sale. It was pointed out 
that these interests in the partnership had 
some value aside from the uncollected com- 
missions. Thus, they could be the subject 
matter of a sale. It is interesting to note, 
however, that although the partnership un- 
doubtedly deducted from gross income the 
payments to the retired or deceased partners 
of their share of previously earned com- 
missions, this was apparently not 
questioned by the Commissioner. This seems 
reasonable since it is clear in such a situation 
that the interest in the uncollected fees is 
being liquidated, rather than sold. Thus, 
although the courts have not specifically 
approved the liquidation, by substituted 
measure or otherwise, of the interest of a 
withdrawn partner in future fees or com- 
missions, the remainder of his interest being 
treated separately and in a different manner, 
it seems quite likely that they would approve 
if presented with the proper fact situation. 
There is no apparent objection on principle 
to this result.” 

The case of Estate of William T. Jones,* 
presents the question of the proper 
treatment of future fees when an entire 
partnership interest, including the right to 
such fees is given up by a retiring partner 
in exchange for a fixed sum. The case in- 
volved the same partnership agreement which 
had been before the Tax Court in the case 
of W. Frank Carter,” decided under the pre- 
1934 law. It will be recalled that the Carter 
case held that, from the standpoint of the 


action 


tax 


“With respect to this point, note the ‘‘Mu- 
tual Insurance’ cases discussed in text later, 
and the conclusions drawn therefrom. 

* CCH Dec. 13,725(M), 3 TCM 97 (1944). 

% Cited at footnote 12, and discussed in 
text at pp. 443 and following. 
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surviving partners, there had been a pur- 
chase of the entire partnership interest, and 
the Jones decision similarly recognizes the 
sale by the estate of a retired partner. Thus, 
these cases continue to stand as a warning 
when the partnership articles provide that 
an amount, fixed or contingent, will be paid 
in exchange for the relinquishment by a 
retiring partner of his entire interest in the 
firm and its assets. Such agreement will be 
construed as resulting in a sale of the with- 
drawing partner’s interest in uncollected 
fees, as well as the remainder of his interest 
in the partnership. However, there seems 
to be a good possibility that if the partner- 
ship agreement treats the interest of a 
withdrawn partner in future fees and com- 
missions separately and independently from 
his other interest in the firm and its assets, 
and requires a liquidation of the interest in 
such fees and commissions, the agreement 
will not be construed as resulting in a sale 
of such fees and commissions.” 


Sale v. Mutual Insurance Agreement 


It will be recalled that in Bull v. U. S_™ 
involving the pre-1934 law, the partnership 
agreement provided that the estate would 
“receive the same interests and participate 
in the losses to the same extent” as would 
have the partner had he lived. 
The Supreme Court found that there had 
been no sale of decedent’s interest in the 
partnership, that the payments were re- 
under a profit-sharing agreement 
giving the estate a direct right in those 
profits and, therefore, that they were income 
to the 


deceased 


ceived 


estate. These profits were profits 


to be earned by the firm in future opera- 


tions and are to be distinguished from 
income earned by the deceased or retired 
partner prior to the date of his withdrawal 
from the firm but uncollected as of that 
date. However, as indicated in the earlier 
discussion of the Bull decision,™ the Court 
took no notice of the fact that these pay- 
ments of future profits might well have 
been a substituted decedent’s 
interest in fees and commissions earned 
prior to his withdrawal, since such a con- 
clusion would have allowed such fees to 


escape income tax under the pre-1934 law. 


measure of 


The Tax Court had previously held that 
such payments of future operating profits 
were not income to the survivors under 
these circumstances.” Therefore, following 
the Bull decision, and still under the pre- 
1934 law, it continued so to hold.” (See 
also Gussie K. Barth holding such pay- 
ments are ordinary income to the decedent’s 
widow.) 

These early cases, therefore, thoroughly 
established the concept that if a decedent’s 
estate acquired a right to share in future 
firm profits, qua profits, the transaction did 
not result in a sale or in a liquidation of 
the interest of the deceased partner in 
future fees. However, the 1934 amendments 
not only removed any necessity for finding 
a sale of decedent’s interest, but also the 
necessity of finding the items were income 
items of the estate rather than the decedent. 
The first case presenting this problem to 
the Tax Court after the 1934 amendments 
was Charles F. Coates,” involving an ac- 
counting firm. One portion of the partner- 
ship agreement dealt with the “capital 
interest” of a deceased partner, which in- 
terest was reported by the court as includ- 
ing little more than undrawn earnings and 
the value of work in process.“ The agree- 
ment provided that this “capital interest” 
of a deceased partner should be determined 
and settled as soon as possible, but, in any 
event, in no more than five years. In 
addition, the partnership agreement provided 
that upon the death of a partner, the firm 
should continue for five years “among the 
surviving co-partners and the estate of the 
deceased co-partner,”’ with each to have 
specified proportionate interests in profits 
and losses, except that the estate was not 
to participate in net losses. 

The Commissioner attempted to tax to 
the survivors the income distributable to 
the estate under this latter provision. How- 
ever, the court pointed out that it was not 
the intention of the parties that any interest 
of a deceased partner be left in the firm 
after the orderly liquidation of such inter- 
est within the specified period. 


Therefore, 
the court found no 


intention to sell that 
interest to the survivors under this provi- 
sion of the agreement. Finding no sale of 
decedent’s partnership interest, the court 





% See footnote 32 

37 Cited at footnote 6. 

38 See text at p. 441. 

®% James Brown, CCH Dec. 3619, 
(1928) (acq. VII-2 CB 5). 

© Richard P. Hallowell, IJ, CCH Dec. 10,551, 
39 BTA 50 (1939). 
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“ Cited at footnote 8. 
“ Cited at footnote 21. 
“It seems clear that this latter item of work 


in process represented the decedent’s interest 


in fees earned but uncollected at the date of 
his death 





then proceeded to analyze the nature of the 
payments due to the out of 
operating profits: 


estate future 

“These payments have no relation to the 
other type of payments provided for the 
liquidation of the capital account. They 
provide simply that the estate of any de- 
ceased partner shall participate to the extent 
there provided in the net earnings of the 
partnership for a period of five years. The 
evidence establishes that this provision was 
intended by the not to be the 
consideration paid by the surviving partners 
for the capital interest of a deceased partner 
upon the dissolution and liquidation of the 
partnership, but was intended to be a pres- 
ent consideration given by each partner 
upon the formation of the partnership. It 
intended to be in the nature of a 
mutual insurance plan, the disadvantage of 
which each partner was willing to accept 
in consideration of a 
for his benefit on 


parties 


was 


similar commitment 
the part of all other 
partners, and, in part, as further compen- 
sation for the past services of the deceased 
partner payable after his death.” 

Therefore, the court held that the estate 
had a vested contractual right to a share 
in firm earnings, as earnings, and that such 
earnings were therefore not taxable to the 
surviving partners. 

After the Coates decision, the Tax Court 
continued to apply this old doctrine of Bull 
v. U. S., newly buttressed with the “mutual 
insurance” rationale, to reach the result 
authorized by the Bull opinion in two 
fairly recent cases involving surviving part- 
ners.“ In addition, in what seems to be a 
proper extension of this doctrine, the Tax 
Court has recently applied it to partners 
retiring from the firm while still living.” 
In each of these cases, the agreement was 
the 
amount for the 


construed as providing for separate 


payment of an decedent’s 


or retired partner’s partnership interest 


(which did not necessarily include his in- 


terest in future fees, commissions or accounts 
receivable). The payments were treated as 
ordinary income to the withdrawn partners 
or their estates, and were not taxable to 
the remaining members. Possibly influenced 
by its liberal attitude in this type of case, 
the Tax Court has allowed what seems an 
unwarranted extension of the mutual insur- 
ance concept to the case in which the 
only interest of the deceased partner was in 
future fees.“ 

The discussion indicates that 
the courts, in fact, have responded to the 
elimination of the early tax loophole in this 
situation by relaxing their earlier stringent 
rules with respect to the existence of a sale 
by a withdrawn partner of his interest in 
the firm or its assets. However, this relaxa- 
tion proved to be general. For 
example, when a partner who has an interest 
in the firm or its assets, withdraws and re- 
ceives payments from the firm, the courts 
continue to follow the early precedents and 
find a purchase and sale in every possible 
A liquidation of decedent’s interest 
in future fees and commissions, therefore, 


foregoing 


has not 


case. 


will be recognized as such only where the 
terms of the agreement make it quite clear 
that the withdrawn partner is to continue 
to receive his such fees and 
commissions as they are received by the 
partnership, or that he is to receive from 
the as the substituted measure of his 
interest therein, a portion of the future firm 
profits, if any. 


share of 


firm 


On the other hand, the relaxation of the 
early rules with respect to purchase and 
sale of the interest of the withdrawn part- 
ner has been most marked in the situation 
in which all of the 


interest in the firm is 


withdrawn partner’s 
dealt with in 
portion of the partnership agreement and 
there is an independent provision that he 
shall 
profits. 
mutual 


one 


or his 
future 
termed 


receive 
Such 
insurance, is 


estate 
firm 


some share of 
share is then 


taxed to the 





“Sidney Hess, CCH Dec. 16,967, 12 TC 773 
(1949) (acq. 1949-2 CB 2); Courtland N. Smith, 
CCH Dec. 17,989, 9 TCM 1084 (1950). 

“See the related cases of Charles R. Whit- 
worth, CCH Dee. 19,351(M), 11 TCM 1199 
(1952), and Francis J. Clowes, CCH Dec. 
19,352(M), 11 TCM 1205 (1952), involving the 
retired partners; and Carol F. Hall, CCH Dec. 
19,346, 19 TC —, No. 57 (1952), involving the 
remaining partners of the same firm. 

* John G. Madden, CCH Dec. 15,266(M), 5 
TCM 559 (1946). Although the memorandum 
opinion of Judge Leech does not clearly indi- 
cate the basis for his conclusion that payments 
of firm profits to the widow of a deceased 
partner were not taxable to the surviving 
partners, his citation of the Coates decision in 
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support thereof indicates that he was consider- 
ing the case as being similar to the mutual 
insurance cases. A similar net tax result will 
obtain, as far as the remaining partners are 
concerned, whether the payments are mutual 
insurance proceeds or liquidating payments for 
decedent’s interest in future fees and com- 
missions. However, since the only interest of 
the deceased partner is in such future fees or 
commissions, it is doubtful that the courts long 
will continue to assume that this valuable in- 
terest was forfeit. Yet, if it was not forfeit, 
and the partnership articles should not be 
quite clear on the point, it is quite likely that 
the courts may find that the interest has been 
sold, with the attendant adverse tax conse- 
quences to the survivors. 
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withdrawn partner or his estate and is 
deductible from firm income by the remain- 
ing members. 

If the taxpayer is not so unfortunate as 
to run into the web of precedent governing 
sales and liquidations, the mutual insurance 
cases indicate that the courts will at least 
tend toward liberality in solving a hereto- 
fore unresolved problem. Thus, in the dis- 
cussion of the liquidation problem above, 
it was noted that the existing cases leave 
certain questions unanswered. For exam- 
ple, it is not entirely clear that the interest 
of the withdrawn partner in future fees 
and commissions can be liquidated if he 
has any other substantial interest in the 
firm. There is no precedent on this point 
in the liquidation cases and, therefore, it 
seems likely that, in the light of the treat- 
ment of this problem in the mutual insur- 
ance cases, the Tax Court, at least, would 
hold that this factor alone would not pre- 
vent the agreement from resulting in the 
liquidation of the interest of the withdrawn 
partner. 

Similarly, it may be possible to argue 
that where the agreement provides a sub- 
stituted measure of the withdrawn partner’s 
interest in future fees and commissions, an 
results in substance in 


imprecise measure 


the remaining partners acquiring by 
right of the withdrawn 
in exchange for a price 


pur 
partner 
measured by a 
While 


have 


chase the 


percentage of future profits such 


an argument might well succeeded 


under the law as it stood prior to the Reve- 
nue Act of 1934, that act 


cases 


and the mutual 


insurance now give some assurance 


that a rather approximate measure may be 
the actual 


liquidation of the withdrawn partner’s in- 


acceptable as a substitute for 


terest in future fees and commissions, par- 


ticularly since there is no exact precedent 
on the point in the liquidation cases. 

If they do nothing else, these cases point 
out the 


decide 


and emphasize necessity for the 


partners clearly to whether, 
partner, they 


his entire 


upon 


desire 


1 


the withdrawal of a 


1 purchase and sale of interest, 


" For a suggested form of partnership agree- 
ment designed to meet this problem, see Schil- 
ler, ‘‘The Lawyer’s Dilemma,’’ TAxES—The Tax 
Magazine, September, 1946, p. 837, at p. 846. 
For other helpful suggestions see Myer, ‘‘How 
to Operate a Partnership in the Best Interests 
of the Partners,’’ Proceedings of New York 
University Sixth Annual Institute on Federal 
Taxation (1948), p. 998, at p. 1012; Simon, 
‘‘Federal Tax Problems Arising on a Partner's 
Death,’’ Taxes—The Tax Magazine, January, 
1946, p. 50, at-p. 52; Note, 47 Columbia Law 
Review 289, 294 (1947). 
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a liquidation thereof, or a sale of part and 
a liquidation of his interest in future fees 
and commissions whether directly from 
subsequent collections thereof, or by a sub- 
stituted measure payable out of future firm 
profits. In addition, the partners should 
decide whether or not, aside from the above, 
they desire some type of mutual insurance 
arrangement. Once basic 
are reached, it is up to the attorney to 
draft the partnership articles so that these 
decisions, and the legal concepts which 
they embody, are clearly and unambigu- 
ously set forth and that no other provisions 
in the articles prejudice the claim as to 
their validity.” Only then can there be 
hope of effectively utilizing the various doc- 
trines developed by these cases. 


these decisions 


Tax Problems of a Retiring Partner 


Liquidation of Interest in Future Fees 
and Commissions.—If the court finds that 
a living partner who retires has no interest 
in the firm future and 
commissions, the absence of a sale of that 
interest will certainly require such amounts 
to be reported by the retiring partner as 


other than in fees 


ordinary income in the year received; he is 
merely continuing to receive compensation 
for past services rendered.” 

Sale of Interest in the Firm or Its As- 
sets.—Ii the withdrawn partner has sold 
his interest in future fees and commissions, 
the result upon these facts 
ent In the 
of his interest in fees, but uncol- 
lected at the date of his withdrawal, has 
been held not to convert what would other 
wise have been ordinary income into capital 
gain.” If, 


will be no differ 
such case, sale by a partner 


earned 


however, the retiring partner’s 
interest in the partnership has value aside 
from his future and an 
attempt is made to sell his entire partner- 


interest in fees, 
ship interest, the result is slightly less clear. 
The courts and the Commissioner generally 
that the 
partnership (at least, other 


recognize sale of an interest in a 


than one en 
gaged 


services) 


principally in rendering personal 


60 
loss 


results in capital gain or 

* James Wesley McAfee, cited at footnote 23 

* See, for example, Helvering v. Smith, cited 
at footnote 26; Richard 8, Doyle, cited at foot- 
note 24; Paul W. Trousdale, CCH Dec. 18,280, 
16 TC 1056 (1951). 

* See, for example, 
Dec. 15,457, 7 TC 
7 9121, 165 F. 
1950-1 CB 58. 


Allan 8S. Lehman, CCH 
1088 (1947), aff'd 48-1 ust« 
(2d) 383 (CCA-2); G. C. M. 26,379, 





However, when a part of that interest con- 
sists of an interest in future fees, the Tax 
Court recently required an allocation of 
the total amount received between the right 
to future fees and the remaining partnership 
interest. The amount allocable to the future 
fees was then treated as ordinary income. 
On appeal, the Court of Appeals for the 
Fourth Circuit reversed and, in a question- 
able decision, treated the entire amount 
received as capital gain.” Although cer- 
tainly not clear at the present time, it is 
submitted that the receipts from the sale of 
the retired partner’s interest in fees earned 
but uncollected at retirement eventually 
will be taxed as ordinary income. 


Receipt of Mutual Insurance Proceeds.— 
Mutual insurance proceeds will be treated 
as ordinary income to the withdrawn part- 
ner,” However, if the partnership has capi- 
tal gains, it may be argued that since the 
insurance proceeds are being received as 
partnership profits, the former partner 
should report his share of the firm’s capital 
gains as such. 


Tax Problems of Estate 
of a Deceased Partner 


Liquidation or Sale of Interest in Firm 
or Its Assets.—Under the Revenue Act of 
1934, the right to future fees would have 
been accrued in decedent’s final income tax 
return.” The problems of the decedent 
under that act, therefore, would have been 
identical with those of a retiring partner 
as discussed immediately above. 

As a result of the Revenue Act of 1942, 
however, the treatment of 
in the hands of the 


these amounts 
estate of a deceased 
partner was further modified by the opera- 
tion of Section 126 of the Code. Thus, if 
the item previously would have been accru- 
able under Section 42 of the 1934 act, solely 


by reason of decedent’s death, it is now 
reported by the decedent’s estate or hvir 
in the year received, and the character of 
the income is determined by reference to 
the decedent.“ Therefore, if the items 
would have been ordinary income to the 
decedent, they are properly so classifiable 
in the hands of his estate or heir.” 


Receipt of Mutual Insurance Proceeds.— 
Under the pre-1934 law, the Supreme Court 
held that the right of the estate to receive 
profits, qua profits, from decedent’s firm 
resulted in its receiving taxable income.” 
Therefore, the proceeds of mutual insurance 
arrangements would probably be taxable as 
ordinary income to the estate, although it 
certainly could be argued that since the 
amounts received qua profits, the 
estate should report its share of partnership 
capital gains as such. 


were 


In the only Supreme 
Court decision involving this question, no 
amount was held properly includible in the 
gross estate of the deceased partner with 
respect to such right because of the pecul- 
iar circumstances under which the case 
arose. Therefore, the Court did not have 
to consider whether or not the estate re- 
ceived a basis for this right under Section 
113 (a) (5). Yet the value of such a right 
has been held to be includible in the dece 
dent’s gross estate.” 

It may be strongly argued that this in- 
come is not an item which the decedent 
would have been required to accrue under 
Section 42 of the Revenue Act of 1934™ 
and, therefore, that it cannot be considered 
income in respect of a decedent under the 
present provisions of Section 126 of the 
Code. The would then receive a 
basis for these payments under Section 113 
(a) (5). The early Second Circuit case 
of Degener v. Anderson™ 


estate 


: +4 | 
is the principal 


decision which seems to be contra. How 


ever, the more recent Second Circuit deci 





1 Max Swiren, cited at footnote 24. Prior to 


the Swiren case, the Tax Court had also 
allowed this result in William T. Jones, CCH 
Dec. 13,725(M), 3 TCM 97 (1944). 

82 Charles R. Whitworth, cited at footnote 45 

53 See Sec. 42 of the Revenue Act of 1934 and 
Helvering v. Enright, cited at footnote 15. 

*% Code Secs. 126(a)(1) and (3). 

*% Indicating the scope of this provision, Regs 
111, Sec. 29.126-1 states: 

5, [An] example is the case of a 
partner whose partnership agreement provided 
that upon his death his interest in certain 
partnership assets would pass to the surviving 
partners in exchange for payments to be made 
by them to his widow. Upon his death, the 
payments by the surviving partners must be 
included in the widow’s income to the extent 
they are attributable to the earnings of the 
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partnership accrued only by reason of his 
death.”’ 
In view of the above 


discussion, it is sub- 
mitted that this regulation correctly states 
the applicable principle. Note the holding in 
Frederic C. Bellinger, cited at footnote 25, that 
such receipts are ordinary income to the estate 
when the decedent’s only interest was in such 
future fees. However, the Swiren decision, 
cited at footnote 24, indicates that, under cer- 
tain circumstances, the estate may be able to 
report a capital gain from the sale of dece- 
dent's partnership interest. 

5 Bull v. U. 8., cited at footnote 6. 

St McClennen v. Commissioner, 42-2 ust 
{ 10,215, 131 F. (2d) 165 (CCA-1). 

58 Qn the authority of Bull v. U. 8., cited at 
footnote 6. 


5° 35-2 ustc { 9441, 77 F. (2d) 859 (CCA-2). 
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sion in May D. Hatch® may indicate that 
the Degener decision is no longer control- 
ling in that circuit. The Hatch case involved 
the right of a widow to claim a basis 
under Section 113 (a) (5) for amounts 
received under her husband’s employment 
contract. Both the Tax Court and the Court 
of Appeals for the Second Circuit agreed 
that the widow’s basis for such amounts 
under Section 113 (a) (5) was the figure 
at which the contract right had been valued 
for estate tax purposes. The solution 
somewhat confused, however, by the ab- 
sence of any mention of this point in most 
of the mutual insurance cases.“ (For a dis- 
cussion of this problem prior to the decision 
in the Hatch case on appeal, see Lourie and 
Cutler, “Wasting Assets—The Treatment 
of and a Proposal for,” 6 Tax Law Review 
409 (1951).) 


is 


Tax Problems of Remaining Partners 


From the standpoint of the remaining 
partners, the most desirable tax consequences 
arise in the in which there has 
no sale. If the interest of the with- 
drawn partner is being liquidated, payments 
to him or his estate are not deemed a part 
of firm income.” A similar result obtains 
if the withdrawn partner receives the pro- 
ceeds of mutual insurance.” Either of these 
methods, therefore, allows the survivors to 
reduce the total partnership income by the 
amount of such payments to the withdrawn 
partner. Thus, the remaining partners are 
taxed only upon the partnership income 
which is actually distributable to them. 

Once the court holds that a purchase and 
sale has been made, the situation is quite 
different In this case, all of the partner- 
ship profits are taxed to the survivors, and 
no deduction is allowed, as such, for pay- 
ments made to the withdrawn 
his estate.” 

On the other hand, if the interest which 
is purchased is an interest in future fees, 
Raymond S. Wilkins™ indicates that the 
amount paid the withdrawing partner con 
stitutes the basis of the partnership for his 
share of the future fees. 


situation 
been 


partner or 


As such fees are 
received, the decision rules that the remain- 


ing partners may then offset against the 


amount received in each year “the pro rata 
part of the capital outlay allocable thereto.” 
While this solution is better than being 
taxed upon the entire proceeds, it neverthe- 
less imposes a cumbersome and somewhat 
obscure accounting method upon the re- 
maining partners and is generally an unsat- 
isfactory solution to this problem. In addition, 
to the extent the withdrawing partner’s 
share received by the remaining partners 
more or less than the amount of basis 
properly allocable thereto in any one year, 
ordinary gain apparently would 
result. 


is 


or loss 


No cases have been located in which the 
remaining partners paid a lump-sum price 
for the retiring partner’s interest in the 
firm, which interest had value aside from 
his interest in future fees, and the partners 
then tried to allocate some portion of the 
purchase price as the basis for the fees. 
The Tax Court has indicated a willingness 
in the Swiren case® to break down the 
amounts received by the withdrawing part- 
ner between amounts received for his inter- 
est in future fees and the amount received 
for the remainder of his interest, taxing the 
former as ordinary income. Therefore, it is 
possible that some type of basis allocation 
might also be recognized with respect to 
the remaining partners if the Tax Court 
approach is followed. Certainly, if the sell- 
ing partner is taxed on the sales price for 
such fees as ordinary income, there is no 
objection on principle to giving the pur- 
chaser a basis in an equal amount. On the 
other hand, the Court of Appeals for the 
Seventh Circuit reversed the Tax Court in 
the Swiren and ruled that the entire 
amount received was paid for a capital 
asset.. It is doubtful that a court 
following this approach would allow the 
purchasing partners a basis for these future 
Instead, it probably would rule that 
the asset purchased was the “partnership 
interest” of the withdrawing partner, and 
that, although the purchasers acquired a 
for that interest, the basis of the 
individual assets in the hands of the part- 
nership remained unchanged. Thus, at the 
present time the solution to the problem 
is left to conjecture. [The End] 


case 


very 


Tees. 


basis 





®CCH Dec 
on this point, 
(CA-2). 

61See also the apparent confusion of the 
Tax Court as to income earned by the decedent 
prior to death, and the right of his estate to 
share in future earnings, in the nonpartnership 
case of Estate of Thomas F. Remington, cited 
at footnote 31 (app. dism. (nolle pros.) Novem- 
ber 9, 1948 (CA-2)). 


7,493, 14 TC 237 (1950), aff'd, 
1-2 ustc 7 9378, 190 F. (2d) 254 


1 
5 


Payments to Former Partners 


* Walter T. Gudeon, cited at footnote 11. 

6&8 Charles F. Coates, cited at 

Sidney Hess, cited at footnote 44. 
*% Willard C. Hill, cited at footnote 9: Arthur 

K. Pope, cited at footnote 10. 

® Cited at footnote 13. 

* Max Swiren, cited at footnote 24 


footnote 21; 





“Capital” or ‘Ordinary’ Transactions? 


Here Is an Analysis 


Which Points Up the Difference 


Creditors’ Losses on Foreign 


( NE of the normal incidents of opera- 

tions by American business in foreign 
countries is the making of loans of foreign 
currencies. The past two decades have been 
marked by substantial declines in the values 
of the currencies of many countries ex- 
pressed in terms of United States dollars." 
Upon repayment of loans of these curren- 
cies and the conversion of the currency re- 
ceived into dollars, the creditor finds himself 
in possession of less dollars than he owned 
at the beginning of the loan transaction. 
Recent decisions have done much to dispel 
the uncertainty existing as to the tax con- 
sequences to the creditor 
such repayment. 


resulting from 


In its simplest form the problem may be 
illustrated by reference to a case where an 
American corporate taxpayer, for sound 
business loans 1,000 imaginary 
pesos worth 1,000 United States dollars to a 
foreign affiliate. The loan may be evidenced 
by a promissory note, by a bond, or merely 
by a book entry. As part of the loan trans- 
action, the American taxpayer purchases 
pesos and transmits those pesos to the bor- 
rower. At a later date, and after a decline 
of 50 per cent in the value of the peso, the 
borrower returns 1,000 pesos to the lender. 
Thereafter the lender converts the 1,000 
pesos into 500 United States dollars. 


reasons, 


Two interrelated questions are presented 
by these facts. First, has the American tax- 


payer suffered a deductible tax loss by rea- 
son of the transaction and, second, if a loss 
was incurred, is the loss a capital loss deduct- 
ible only to the extent of capital gains or is it 
an ordinary loss that may be offset against 
ordinary income? 


In the case of Haviland v. Edwards? the 
plaintiff was a member of a partnership 
owning obligations, expressed in German 
marks, that had been loaned by the part- 
nership before January 1, 1918. In his 
amended return for 1919, and while the 
loan was still outstanding, plaintiff claimed 
as a deduction the depreciation in value of 
the obligations as of December 31, 1919. 
The court denied the deduction, stating that 
the plaintiff was not entitled to inventory 
his foreign currency obligation but indi- 
cating that variations in value of the loan 
would affect the income of the partnership 
when the obligation was closed out. 


In I. T. 2404, the Bureau considered 
the case of a taxpayer who inherited a mort- 
gage in German marks in 1918 which was 
repaid in 1920, and who 
marks received in another mortgage in 
marks which was repaid in 1921. The Bu- 
reau concluded that the taxpayer experienced 
in 1920 a gain or loss 
whether the value of the marks received 
in that year in payment of the inherited 
mortgage note was in excess of or less than 
the fair market value of the mortgage note 


reinvested the 


depending upon 





1 For example, from 1929 to 1951 the Argen- 
tine peso declined in value from 42 cents to 
seven cents, the Brazilian cruzeiro from 12 
cents to five cents, the Chilian peso from 12 
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cents to three cents and the Mexican peso from 
50 cents to 11 cents 

220 F. (2d) 905 (CCA-2, 1927). 

8 VII-1 CB 84. 
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Currency Loans 


By GEORGE E. BAILEY 
Attorney, 

Reid & Priest, 

New York City 


at the time of the death of the taxpayer’s 
decedent, 


Despite these precedents, in Foundation 
Company,‘ the Commissioner strongly urged 
that no deductible loss resulted to a creditor 
receiving depreciated foreign currency in 
satisfaction of a foreign currency obligation. 
In this case, the petitioner was a construc- 
tion company operating in Peru. In 1928, 
it accrued income from a construction proj- 
ect for which it was to be paid in Peruvian 
soles. The amount of income accrued was 
upon the then-existing rate of ex- 
change. The debt was paid in installments 

the years 1937 to 1941 after the 
of the Peruvian sole had declined 
considerably in terms of United States dol- 
lars. The Tax Court allowed an ordinary 
loss in the year of receipt of each install- 
ment in an amount equal to the difference 
between the value of the soles received and 
the value of 


based 


during 
value 


} 
l 


an equivalent amount of soles 
when the receivable was accrued. In arriv- 
ing decision, the court studiously 
avoided a determination as to whether the 
losses occurred when the were re- 
ceived by the taxpayer or when they were 
converted into dollars. However, the Com- 
missioner contended that if a loss was suf- 
fered, it did not occur unti} conversion of 
the soles and that, as a consequence, the 
loss necessarily was a capital 


at its 


soles 


since 
*CCH Dec. 17,717, 14 TC 1333 (1950). 
‘CCH Dec. 13,187, 1 TC 1088 (1943). See, 
also, William H. Coverdale, CCH Dec. 14,659(M), 
4 TCM 713 (1945). 
* Charles Kades, ‘‘Devaluation Revalued,"’ 
TAxES—The Tax Magazine, April, 1950, p. 365. 


loss 


Foreign Currency Loans 


foreign currency is a capital asset. To meet 
this contention, the court arrived at the 
somewhat tenuous conclusion that, under 
the facts of the case, the soles were held 
by the taxpayer primarily for sale to cus- 
tomers in the ordinary course of its trade or 
business and thus were not capital assets as 
defined by Section 117 (a) of the Code. 


The contention, in the 
Foundation Company case, that the taxpayer 
suffered no deductible loss as a result of 
the receipt of depreciated foreign currency 
in repayment of a foreign currency obliga- 
tion was based upon the prior decision of 
the Tax Court in B. F. Goodrich Company5 
The Goodrich case involved the tax position 
of the borrower, rather than of the lender, 
of foreign currency. There, the taxpayer 
in 1933, borrowed 11 million francs from a 
Paris bank and loaned the francs to a 
wholly-owned subsidiary. In 1936, and 
while the debt of the subsidiary was still 
unpaid, the taxpayer purchased 11 million 
francs and repaid its loan to the French 
bank. The difference between the value in 
dollars of the 11,000,000 francs in 1933 and 
in 1936 was $136,970.23 and the Commis- 
sioner contended that this difference con- 
stituted taxable income. The court took the 
view that the francs borrowed should be 
treated as property and determined that no 
taxable gain resulted from the borrowing 
transaction since “no real gain or loss could 
result from the mere borrowing and return 
of fungible property.” 


Commissioner's 


The Goodrich case has been the subject of 
critical discussion that will not be repeated 
here.© However, it may be noted that con- 
siderable doubt exists as to the soundness 
of the 
derived 


decision. The Goodrich Company 
a real and ascertainable economic 
gain when it retired its debt to the Paris 
bank in depreciated francs and the court 
might well have determined that such gain 
was taxable. The result of the decision can 
be justified by application of the doctrine of 
Bowers v. Kerbaugh-Empire Company." There, 
the Supreme Court considered that the bor- 
rowing of foreign currency by an American 
corporation and the simultaneous loan of 
the foreign currency to a subsidiary was 
one transaction with respect to which recog- 
nition of gain or loss must await the repay- 
ment of the loan by the subsidiary to the 
parent. 

™1 ustc § 174, 271 U. S. 170 (1926). The 
result reached in Goodrich also has been justi- 
fied by application of the short sale concept. 
Roberts, ‘‘Borrowings in Foreign Currencies,’’ 
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In the Foundation Company case’ the Tax 
Court attempted to distinguish Goodrich 
on the ground that the Foundation Com- 
pany’s receivable arose as a result of con- 
struction work performed while in Goodrich 
only a simple borrowing transaction occurred. 


The court’s explanation of the difference 
between the two cases is woefully inade- 
quate. Is it the position of the Tax Court 
that the Goodrich doctrine is applicable only 
in cases involving the lender of foreign cur- 
rency? Has the Foundation Company deci- 
sion established a separate rule applicable 
only to debts expressed in foreign currencies 
arising as a consequence of services ren- 
dered? Does the court now have doubt as 
to the accuracy of its sweeping generaliza- 
tion in Goodrich as applied to foreign cur- 
rency transactions that “no real gain or loss 
could result from the mere borrowing and 
return of fungible property?” 


These ques- 
tions, raised by the 


Foundation Compan 
decision, can only be answered by later deci- 
sions of the Tax Court. 


The recent decision of the Court of Ap- 
peals for the Second Circuit, in the case of 
Estate of Frank D. Waterman v. Commis 
sioner,’ offers a refreshing contrast to the 
confusion engendered by the various Tax 
Court decisions. That case involved a 
claimed ordinary loss to an estate resulting 
from the receipt of repayment of a bill of 
exchange for ten thousand English pounds 
where the value of the pounds received was 
less than the value of the obligation as re- 
ported for estate tax purposes. ‘The court 
of appeals, reversing the Tax Court, allowed 
the loss. The court was not troubled by the 
fact that the pounds received were not con- 
verted into dollars nor by the fact that they 
were contained in a blocked sterling account 
throughout the during which they 
were received. The decision states without 
qualification that “the taxpayer sustained a 
loss when the note was so paid and that 
fixed the time as of which the 
allowable.” 


year 


loss was 


The Waterman Estate decision has an im- 
portant bearing upon the question of whether 
an ordinary or a capital loss results from 
the receipt of depreciated foreign currency 
in repayment of a foreign currency obliga- 
tion. In the Foundation Company case,” the 
Commissioner contended that such a loss 
could be only capital since it resulted from 
the sale of a capital asset, namely, the for- 
eign currency involved in the transaction 
The court of appeals has now held that the 


loss occurs on receipt of the foreign cur- 
rency by the creditor, not when the foreign 
currency is converted into dollars, thus ef- 
fectively destroying the validity of the 
Commissioner’s position and rendering it 
unnecessary to consider the question of 
whether the foreign currency involved in a 
particular transaction is or is not a capital 
asset until such time as the foreign currency 
is exchanged for dollars. 


There have been no decisions discussing 
the question of the applicability of the pro- 
visions of Section 117 (f) of the Code to 
foreign currency obligations, That section 
provides that amounts received by the holder 
upon the retirement of bonds, debentures, 
notes, or certificates or other evidences of 
indebtedness issued by a corporation or a 
government, with interest coupons or in 
registered form, shall be considered as 
amounts received in exchange therefor. As 
a general rule, an amount received by a 
creditor in payment or compromise of an 
obligation is not received on a sale or ex- 
change of the obligation, and since no sale 
or exchange takes place, an ordinary—and 
not a capital loss—results, assuming that 
the loss otherwise is allowable.” This is so 
even though the instrument in question is a 
capital asset. The effect of Section 117 (f) 
is to abrogate this general rule with respect 
to the particular obligations named in the 
statute. There would seem to be no logical 
reason why Section 117 (f) should not be 
deemed applicable to foreign currency debts. 


In the recent case of Columbia Sand & 
Gravel Company, Inc.,* the Tax Court had 
before it a situation involving the retirement 
of instruments of a type falling within the 
provisions of Section 117 (f). There, the 
taxpayer, in 1937, purchased Hydroelectric 
Power Commission of Ontario bonds, hav- 
ing a par value of 50,000 Canadian dollars, 
at a cost of 49,226.87 United States dollars. 
On April 1, 1947, the bonds were retired 
at their face value, one Canadian dollar be- 
ing worth at that time $.925625. The tax- 
payer held the Canadian dollars until Sep- 
tember 11, 1947 and, at that time, converted 
them into 45,000 United States dollars. A 
Canadian dollar was then worth $.90 3e- 
fore the Tax Court, the taxpayer argued 
that it had suffered an ordinary loss to the 
extent of the difference between the amount 
originally invested in the bonds and the 
amount when the Canadian cur- 
rency exchanged for dollars. In his 
brief, the Commissioner urged that Section 


received 
was 





§ Cited at footnote 4 
® 52-1 ustc { 9227, 195 F. (2d) 244 (CA-2). 
1%” Cited at footnote 4 


478 


June, 


1953 @ 


Puelicher, CCH Dec. 15,001, 6 


1 Matilda 8. 
TC 300 (1946), and cases there cited. 
12 CCH Dec. 19,132(M), 11 TCM 794 (1952). 
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117 (f{) was applicable and that the taxpayer 
suffered only a capital loss. 

In this case, as in the Foundation Com- 
pany case, the Tax Court was not forced to 
determine whether the loss occurred at the 
time of the receipt of the repayment of the 
debt or when the foreign currency received 
was exchanged for United States dollars. 
This followed from the fact that here both 
the bond retirement and the exchange of 
the Canadian currency for dollars occurred 
in one taxable year. The court was able 
to dispose of the problem by stating: 


“Since the purchase and redemption of 
the bonds was a capital matter, section 117, 
Internal Revenue Code, petitioner’s entire 
loss was a Capital loss, and no part is deduct- 
ible in computing ordinary income or per- 
sonal holding company surtax.” 

The result reached in Columbia Sand & 
Gravel Company, Inc. appears clearly cor 
rect. By operation of Section 117 (f) a 
sale or exchange took place when the bonds 
were retired and a capital loss ensued. The 
Canadian dollars were not held 
under such circumstances as to be non- 
capital assets under Section 117 (a) and 
their subsequent sale for United States dol- 
lars gave rise to a second capital loss. In 
the light of Estate of Frank D. Waterman v 
Commissioner," it is difficult to understand 
why the Tax Court separate 
the debt retirement from the currency con- 
version and determine that two transactions 
occurred, each giving rise to a capital loss 
instead of resting its decision on the 
that the transaction as a 
capital in nature 


receiy ed 


failed to so 


broad 


basis whole was 


Reverting to our example, despite the con- 


fusion existing in the 
it appears that an 


paver, 


Tax Court decisions 
American corporate tax- 
1,000 pesos worth $500 in 
repayment of a loan of 1,000 pesos worth 
$1,000, has a loss at the moment the loan is 
repaid in whole or in part. If the loan is 


obligation bear 


regeiving 


evidenced by a corporat 
ing interest 


coupons or in registered form, 


the loss .should be deemed a capital loss 
deductible to the extent that it may be offset 
against capital gains. On the other hand, 
if the obligation is evidenced only by a 
book entry or an ordinary promissory note, 
no sale or exchange is presumed from the 
fact of repayment and the loss is an ordi- 
nary one deductible under Section 23 (f) of 
the Code. In either case, the foreign cur- 
rency received will have a tax basis in the 
hands of the recipient equivalent to its fair 
market value when received. 


The disposition of the foreign currency 
received in repayment of the debt should be 
looked upon as a separate and distinct tax 
transaction.“ If such currency is immedi- 
ately converted into dollars, no problem is 
presented since the sale price will be equiva- 
lent to the basis thereof in the hands of 
the taxpayer. If the currency is deposited 
in a foreign bank, it may, under some cir- 
cumstances, be inventoried to reflect fur- 
ther fluctuations in its dollar value.” If it 
is held and converted into more or less dol- 
lars than its dollar value when received, 
gain or loss will result that will be capital 
or ordinary depending upon whether or not 
the currency is held under such circum- 
stances as to fall within one of the excep- 
tions to the definition of a capital asset 
contained in Section 117 (a) of the Code. 


If our imaginary taxpayer is an individual 
rather than a corporation, the deductibility 
of his loss depends upon whether it was in- 
curred in a trade or business or in a transac- 
tion entered into for profit.” It would seem 
that any interest-bearing loan would repre- 
sent a transaction entered into for profit 
and that it would be an exceptional case 
where a loss on the receipt of repayment of 
a foreign currency obligation would fall 
other than within the provisions of Section 
23 (e) (1) or (e) (2). Having overcome 
this hurdle, the deductibility and nature of 
the loss would appear to be governed by 
the same principles applicable to a corpo- 


ration. [The End] 


“| believe if we all would decide this year to give a half-dollar more work 
for the dollar we receive, we would all come pretty near getting 

back the half-dollar we are losing because our dollars are only worth half as 
much.'’——Former Governor Sherman Adams of New Hampshire, 

in his inaugural address as Governor in 1951. 





13 Cited at footnote 9 

14 This would be consistent with the treatment 
accorded by the Board of Tax Appeals to the 
purchase of goods on credit with foreign ex- 
change. Joyce-Koebel Company, CCH Dec. 
2222, 6 BTA 405 (1927). 
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1% Victor & Achelis v. 
turing Company, 1 vusrt« 
(DC Conn., 1928). 

% Code Sec. 23(e) 


Salt’s Textile Manufac- 
§ 274, 26 F. (2d) 249 





Books 


Tax Institute Symposium 


Excess Profits Taxation. Tax Institute, 
Inc., 457 Nassau Street, Princeton, New 
Jersey. 1953. 183 pages. $5. 


This timely symposium volume is devoted 
to a consideration of the excess profits tax 
in both theory and practice. 


The first part of the volume is concerned 
with the disadvantages and advantages of 
an excess profits tax in terms of revenue 
productivity and equity, and the possibility 
of utilizing other forms of corporate taxa- 
tion in its stead. 


Parts II and III are devoted to a detailed 


discussion of the computation of the tax, 
including the determination of the “normal” 
profits by either the invested capital or 
average earnings method, and the adjust- 
ment of current income through carry-backs, 
carry-overs, exclusions and deductions, 


The effects of the excess profits tax upon 
the taxpayers are considered in Part IV. 
Representatives of affected industries dis- 
cuss the impact of the tax upon their par- 
ticular types of enterprise—growing cor- 
porations, television, utilities, banking, re- 
tailing, special tooling, railroads. The need 
for relief provisions to alleviate hardship 
cases is also examined in detail. 

This collection of informed opinion pro- 
vides a valuable background for an intelli- 
gent judgment on the current question of 
the extension of the excess profits tax be- 
yond June 30 of Kenneth W. 
Gemmill, of the Philadelphia bar, served 
as chairman of the 


this year. 


symposium program 
committee. 


Taxation Casebook 


Federal Income Taxation, Cases and Mate 
rials. Stanley William C. 
Warren. The 268 
Flatbush Avenue Extension, Brooklyn 1, 
New York. 1953. 1,308 pages. $9. 
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S. Surrey and 


Foundation Press, Inc., 


June, 


1953 @ 


Of 
Interest 
to the Tax Man 


Legislative changes since the publication 
of the first edition in 1950 brought about a 
considerable amount of new technical 
terial which, when added to the flow of 
law and rulings since that date, had 
combined to make the publication of this 
1953 edition necessary. 


ma- 


case 


The names of Surrey and Warren have 
long been known for their pre-eminence, 
for their teaching and for their arranging 
of courses in this highly technical subject. 
This volume of cases and material has been 
prepared to meet role of 
the law school taxation. Its 
restriction to federal income taxation is it- 


the present-day 
courses on 


self evidence of the importance of that sub 
ject, either as a course in itself, supplemented 
by advanced courses or seminars, or as the 
principal ingredient of a combined 
on taxation. 


course 


The volume is designed for courses de- 
voting 45 hours or more to federal income 
taxation and for seminars in that field. It 
companion volittme to Warren 
Surrey, Federal Estate and Gift Taxes 
and Materials. While these volumes repre- 
sent a cooperative venture, Professor Sur- 
rey has borne the main or) for 
the income tax volume and Profes®r Wat 
ren has had the main responsibility for the 
estate and gift tax volume 


is a and 


, Cases 


These materials are intended to be 
in conjunction with the Internal 
Code and 


used 
Revenue 
Regulations. References to per- 
tinent sections of the Code and Regulations 
appear under 


that 


each topic in such manner 
the underlying legislative and admin- 
istrative materials are coordinated with the 
judicial decisions. A loose-leaf Code and 
Regulations for students, published by 
Commerce Clearing House, Inc., under the 
title FeperaAL TAXATION—CurRRENT LAW AND 
PRACTICE (SURREY & WARREN), is prepared 
by the editors and is used in their classes 
In this loose-leaf volume and its regular 
supplements are the texts of the income, 
estate and gift tax provisions of the Code 
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and Regulations, significant current deci- 


sions and rulings, other than current 
rial similar to that contained 
| 


casebooks, 


mate- 

in the two 
and other matters related to the 
ncome tax machinery. The supplementary 
addition, 


current material is, in keyed to 


tne casebooks to 


f those books volume. 

this income tax casebook—as well as 
Warren and Surrey, Federal Estate and Gift 
Taxation, Cases and Materials 
rent by means of the CCH 


use 


facilitate coordinated 
1 


and the loose-leat 


Thus, 


is kept cur- 
student’s loose- 
FEDERAL ZTAXATION—CURRENT 
AW AND PRACTICE (SURREY & WARREN). 


leaf reporter, 
g 
This book is encyclopedic in nature and 
therein lies its advantage to lawyers, tax 
men and others beyond the 
doors. Where possible, the and 
have listed significant law review 
quotations from other books, rul- 
comments which invaluable 
in the aid they offer to the further explana- 
tion of a technical point and as a beginning 


classroom 
authors 


tors 


( ila 
art icles, 


ngs and are 


for exploration by a researcher. 
of its the opinion in the 
is reproduced under the subject 
of medical expense deductions. This case 
has been provocative of much criticism for 
its unsympathetic holding, but it is a land- 
mark case illustrating that where an excep- 


As evidence 
up-to-dateness, 
C/( h 5 case 


tion in a statute is necessarily general, spe- 
cific limitations must be applied by the court. 


Is It Better Than Nothing? 


Law: The Science of Inefficiency. William 
Seagle. The Macmillan Company, 60 Fifth 
Avenue, New York, New York. 1952. 177 


pages. $3.50. 


The iconoclast Seagle says that “by its 
very nature law is doomed to be inefficient.” 
\ lawyer will immediately ask: 
he define “efficient”? This 


How does 
seems to be 


the 
ciency 


definition: “The effi- 
only in relation to 
accomplished; unfortunately 
there is no agreement concerning the ends 
to be served by the law. The law is sup- 
posed to promote Stability, but it is also 
supposed to leave room for Change. Although 
the law is supposed to insure Liberty, it 
must also reconcile liberty with Authority. 
The law must undoubtedly do a great deal 
of reconciling. It must reconcile the rights 
of the Individual with the rights of the 
State; the rights of Persons with the rights 
of Property, and, of course, Law with Jus- 
tice. In these abstractions there is 
comfortable room for maneuvering in any 
desired direction. The law may be com- 
pared to a machine that has been so con 
structed that it will run in all directions at 
one and the same time.” 

In a 
scribes a 


concept of 
has 
ends to be 


meaning 


large 


series of chapters the author de 
number of those inconsistencies 
which we have all found to exist with the 
courts and judges, with administrative agen- 
cies and examiners, and with statutes and 
legislators; and somehow this comparison 
leaves us with the feeling that law in its 
most inefficient state is to be preferred to 
injustice in its most efficient state. 


NTA Proceedings 


Proceedings of the Forty-fifth Annual Con- 
ference on Taxation. Edited by Ronald B. 
Welch. National Tax Association, P. O. 
Box 1799, Sacramento 8, California. 1953. 
735 pages. 

This meeting of the National Tax Associ- 
ation will be long remembered because it 
provided an opportunity to study many 
phases of the tax system of two countries— 
the United States and Canada. This book 
contains the proceedings of the conference 
held in Toronto, September 9-12, 1952. 


TAX-FREE RESHUFFLING OF CORPORATE CONTROL— 


Continued from page 417 


Wolf Envelope cases. Moreover, tax counsel 
should not overlook such inherent infirmities 
of the Commissioner’s Section 115 (g) theory 
as were noted in Penfield v, Davis.™ By 
planning predicated upon a careful analysis 
of the factual pattern, control of a solvent 
corporation may be reshuffled without dis- 


astrous tax consequences. But counsel should 
always beer in mind a caveat: The relative 
weight of deficiencies in the secondary tests 
might be sufficient to cause a court to look 
for a means of subordinating the main test 
of business purpose. Thus, this guide to 


analysis is submitted. [The End] 





26 Cited at footnote 15. In refuting a theory 
of dividend equivalence under Sec. 115(g), the 
court noted: (1) That since all dividends on 
preferred stock were paid up at the time of its 
redemption, further dividends in lieu of re- 
demption could have been paid to the common 
stockholders only (Marie W. F. Nugent-Head 


Books 


Trust, CCH Dec.°18,632, 17 TC 817 (1951)); and 
(2) that carried to a logical conclusion, a 
dividend theory would result in confiscation of 
the basis of preferred stock redeemed from 
those who did not also hold common stock to 
which the basis could be transferred. 
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Articles 


Loopholes for Crime 


“The Federal Taxing Power and Organ- 
ized Crime,"’ by Russell Baker. Wash- 
ington University Law Quarterly, April, 
1953. 


The author is a member of the Illinois 
bar. 


Law enforcement in terms of meeting the 
challenge of organized crime is often over- 
simplified by the claim that it is a local prob- 
lem. This statement is by no means 
reliable as a general proposition, even where 
related to individual is fatally 
erroneous in the face of organized crime, 
which is a very large and powerful business 


crimes. It 


having national distribution and whose cen 
tral motive is profit. 


Crime as a business is one of the largest 
industries in this country today. Consequently, 
taxation of income produced by such busi- 
ness is a particularly sensitive point in the 
whole machinery of control and suppression. 
It is difficult to justify a scheme of taxation 
which 


from business 
at the same rate as gains taken in an illegal 
enterprise. Still more difficult is it to justify 
a system of 


taxes income honest 


income tax law which, in the 


treatment of deductions and losses of an 


illegal business, grants 


preference to the 
latter over legitimate business. 

The ultimate objective of this paper is to 
demonstrate the legal basis for taxing illegal 
gains at a rate much higher than that applied 
to income from legal sources and to show 
as well that the current practice of allowing 


a deduction of 


losses and 


“legitimate” ex- 
illegal business 


premises wholly untenable. 


penses of an is based on 


Taxation has always been associated with 
the raising of revenue by the state, and, no 
doubt, the raising of revenue will always 
remain its chief function. That fact, how- 
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ever, does not imply that taxation does not 
have, or that it should not have, other im 
portant functions to perform in the modern 
state. 


How far may Congress go under the Con- 
stitution in the use of taxation as an in- 
strument of regulation and suppression of 
activities and enterprises that are dangerous 
and undesirable, judged by the ethical, moral 
and legal standards of the community? 

All taxation has a regulatory effect, whether 
so intended or not, a fact easily illustrated 
in the provisions of the federal tax laws pres- 
ently in force. Regulation by taxation is, as 
of now, a permanent and fixed feature of tax- 
ing practice and philisophy. We should accept 
that fact and apply it to our purpose of 
taxing all of the profit out of crime. 

The legal question is really this: 
Congress have power under the Constitution 
to regulate an activity by taxation which it 
does not have power to control or regulate 
under some specific delegation of that in- 
strument? We must conclude from the deci- 
sions (see, for example, U. S. v. Sanchez, 
340 U. S. 42 (1950), Hampton & Company 7 
U. S., 276 U. S. 394 (1928) and Magnano 
Company v. Hamilton, 292 U. S. 40 (1934)) 
that 


Does 


(1) Congress may regulate through tax- 
ation, even though the revenue produced is 
negligible and the activity taxed is ham- 
pered or even destroyed. 

(2) Congress has power to do this even 
in those cases where it lacks constitutional 
power to regulate directly. 

(3) The limits to which 
Congress may go in the use of the income 
tax law as a means of taking the profit out 
of organized crime have not been approached. 
Congress has duty to use its power in this 
behalf. 


Congress has the power to classify tax- 
payers according to the 


constitutional 


activities from 
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which the income results 
vy. U.S: 7S VU 


example 


The case of McCray 
S. 27 (1904) is such an 
It may also classify income as to 
origin or geographical source. Code Sections 
109 and 454 (f) are clear examples of such 
classifications Income of eleemosynary 
corporations is treated differently from that 


of a business enterprise 


‘his is a classifica- 
tion based on the use to which the taxpayer 
puts the income. 

Consequently, no objection could be raised 
to a classification of income on the basis of 
the legality or illegality of its source. No 


valid reason exists for not taxing 


illegal 
gains at much higher rates than honest in- 
come. 

There is an obvious inconsistency in the 
tacit which the federal govern- 
ment extends to the criminal when it taxes 
taken 
force, but 


condonement 


from the 
always in 


the income which he has 


community, often by 


defiance of its laws, at the same rate as that 
which it applies to wholesome, honest in 
come. The situation is even more grotesque 
that the racketeer re- 
preferential treatment under the cur 


application 


when it is realized 
ceives 
enforcement of the 


rent and 


Internal Revenue Code 
A vast loophole has been created in the 
administration of the income tax law which 
could be closed immediately if the desire to 
| present at the 


entorcement 


administrative 
The 

ymmissioner and the Tax Court are simply 
rot following the law 


oO so 


were 


machinery 


{ 
level in the 
( 


in the treatment that 


they are affording expenses and losses of 


illegal enterprises. 

Two cases, James P- McKenna, CCH Dec 
127, 1 BTA 326 (1925) and Mitchell M. Frey 
CCH Dec. 128, 1 BTA 338 (1925), constitute 
the opening wedge through the operation of 
which a glaring loophole has been worked 
for the benefit of syndicate gamblers and 
racketeers. 

There are at least three good, sound, un 
assailable reasons why expenses and losses 
of an illegal enterprise are not deductible: 


(1) An expense or a loss is not “incurred” 
Section 23 of the 


under 2. Code unless it re 
presents a legally fixed and binding obliga 
ton; (2) the words “trade or business” as 
used in Section 23 of the Code, mean a legal 
and (3) and 


losses of an illegal enterprise are not de- 


trade or business; expenses 
ductible where to allow their deduction would 
frustrate sharply defined policy. 

Congress has the power, and the duty as 
well, if it is preoccupied at all with the gen- 


eral welfare of the people, to classify illegal 


Articles 


gains separately from honest income and to 
tax the former at a much higher rate. Sec- 
tion 23 (h) should be amended and made to 
express clearly and unmistakably the pur- 
pose for which it was enacted. The Bureau 
should rulings which 
denied the deduction of expenses and losses 


restore the former 


ot illegal business 


Cattle and Capital Gain 


“Capital Gains Treatment of Livestock 
Sales,’’ by T. C. Fitzgerald, Jr. South 
Carolina Law Quarterly, March, 1953. 


The author is a member of the bars of 
North Carolina and South Carolina. 


1942, taxable 


income has been divided into three classifi- 


Since the Revenue Act of 


cations—ordinary income, capital gain and 
Section 117 (j) income. Section 117 (j) in- 
come is accorded pe culiarly favorable treat- 
ment. If the aggregate of Section 117 (j) 
transactions for any year represents a gain, 
treatment as a long-term capital gain is per- 
mitted but, if in the aggregate a loss is 
suffered, it is treated as an ordinary loss and 
is deductible in full from 


against income 


othe Included in the definition of 


sources 
Section 117 ()) income is that arising from 
the sale of property used in a trade or busi- 
ness, which has been held for stx months or 
more, and which is of a character subject 
to the allowance for depreciation 

When 117 (j) first became law 
in 1942, the Bureau denied all capital gains 


Section 


In an 
attempt to clear up the uncertainties which 
existed concerning such sales, Congress pro 
vided in Section 324 of the Revenue Act of 
1951, in part, as follows: 


treatment on sales of breeding stock. 


“Section 117 (j) (1) is hereby amended by 
adding at the end thereof the following new 
sentences: ‘such term also includes livestock, 
regardless of age, held by the taxpayer for 
draft, breeding or dairy purposes, and held 
by him for 12 months or more from the date 


of acquisition. Such term does not include 


poultry.’ 

The Commissioner has restated the Bureau's 
position as to when animals will be con- 
sidered to be held for draft, breeding o1 
dairy purposes, in amendments to Regula- 
tions 111, Section 29.117-7. It is feared by 
many in the industry that the rather narrow 
language used in portions of the new regula- 
tions may lead to a restricted application of 
Section 117 (j). The criticisms reflect a feel 
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ing that it ought to be clearly stated in the 
regulations that the reason for disposing of 
an animal is significant only in the sense 
that it is that the animal 
was or was not held by the taxpayer for 
draft, breeding or dairy purposes. The crite- 
rion set forth in the law is that the reason 
for holding, not the reason for disposing of, 
livestock is determinative of Section 177 (j) 
applicability. Livestock producers fear that 
misplaced emphasis will lead to unduly re- 
strictive enforcement in the field. 

Undoubtedly, the Revenue Act of 1951 
clarified many controversial points in the 
taxation of livestock producers. The “full 
period of usefulness” contention of the Bu- 
reau was answered by the requirement for 
only a 12-month holding period. This holding 
period runs from the date of acquisition by 
birth, purchase, gift, etc., and not from the date 
the animal is dedicated in use for the pre- 
scribed purpose. The Bureau’s attempt to 
gain for temporary breeders 
was brushed aside. It is clear that an area 
of conflict still remains. Whether an animal 
is held for breeding purposes is an issue 
which in all probability will continue to be 
litigated. 


€ vide nce 


some 


deny capital 


A cattleman on the cash basis of account- 
ing for income tax purposes is entitled to 
deduct as ordinary expense all costs of 
operation, including labor, feed and other 
supplies used in raising livestock. Animals 
purchased for draft, dairy or breeding pur- 
may be 


poses depreciated. Hence, many 
livestock sold by a cash basis farmer have 
a very low or a zero tax basis and most or 
all of the proceeds are taxable at capital 
gains rates under Section 117 (j). Thus, 
even in a period of falling prices, such as 
the present, a cash basis taxpayer will, in 
all probability, obtain a benefit through the 
operation of this section 

The accrual basis livestock producer does 
not receive as much Section 
117 (j). He loses its benefit to the extent 
of the inventory value of raised livestock 
sold, as the inventory represents costs which 
would have been deductible in full from 
ordinary income were he on the cash basis. 


benefit from 


The Commissioner has not granted permis- 
sion to accrual basis cattlemen to change to 
the cash basis. 


Clarify This Section 


“All Cash Distributions Under Section 
112 (b) (6),"" by Michael Friedman. 
Tax Law Review, March, 1953. 


The author is a member of the New 
York bar. 


Taxation is one of the methods used to 
facilitate the effectuation of social and eco- 
nomic policies. 112 (b) (6) of the 
Code simplify 

structures of operating companies 
112 (b) (8) was 


effect of Section 


Section 
was enacted to corporate 

Section 
enacted to broaden the 
112 (b) (6) and to facili- 
tate operation of the “death sentence” in 
the Public Utility Holding Company Act of 
1935. Section 112 (b) 
Section 112 (b) (8). The latter section, in 
effect, taxes receipt of cash except in one 
instance (as set forth in Supplement R), 
and even then additional property must be 
distributed to meet the underlying purpose. 
Under this section, the purpose of the liqui- 
dation must be 
whether 


t 
(6) is narrower than 


considered to determine 


there is a merger of corporate 


operations or a termination of an invest 
ment. If it is a merger, Section 112 (b) (8) 
will apply, but, under that 


cash distribution 


section, an all- 
cannot constitute a met 
ger. If, on the other hand, the transaction 
amounts to termination of an investment, 
then the normal tax consequences follow 

\t present, a judicial gloss has 
Section 112 (b) (6). Those 
have passed directly on the 
all-cash distribution as 
Section 112 (b) (6) As matters stand, it 
is unlikely that the will reach the 
Supreme Court (in view of the relative ease 
with which Section 112 (b) (6) can be 
avoided, a taxpayer would be foolish to liti 
gate the issue). A clarifying amendment is 
needed in order that all-cash distributions 
be treated for what, in reality, they are: a 
termination of an investment 


coated 
courts which 
issue treat an 
“property” under 


issu¢ 


resulting in 


lk SS, 


gain or 


“It is one thing to construe a section of a comprehensive statute in the 

context of its general scheme, as that scheme is indicated by its terms and by 
the gloss of those authorized to speak for Congress, either through reports 

or statements on the floor. It is a very different thing to extrapolate 

meaning from surmises and speculation and free-wheeling utterances, especially 
to do so in disregard of the terms in which Congress has chosen to express its 
purpose.’’—Mr. Justice Frankfurter, in U. S. v. Public Utilities Commission 


of California (April 6, 1953). 
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Accounting for Hazardous Sales... 
Processing Fruit Not Farming... 


Get It in Writing! 


Canadian Tax Letter 


Not Borrowed Funds 


Holding customers’ 
constitute banking. 


money does not 


\ cooperative association—the only store 
in a small provincial community—was bank- 
ing in only a very limited sense when it 
accepted money from its members for safe 
keeping; rather, it was acting more like a 
gratuitous bailee. By simply handling the 
money, placed with it without solicitation 
on its part and which it was bound to re- 
fund to its members, it did not acquire the 
money for the purposes of business, par- 
ticularly, when it made no interest or serv- 
ice charges. Such money could be deducted, 
therefore, in determining capital employed. 
—Sointula Co-operative Store Association v 
Minister of National Revenue, 53 DTC 116. 


Title Unimportant 


Money by any name is still income. 


Labeling money as a deposit will not pre- 
vent its being taxable income where the 
facts that it becomes the absolute 
property of the party to whom it is given. 
In such a situation, a taxicab association 
claimed that admission fees from its mem- 
bers—81 taxi owners—still belonged to them. 
However, the contract under which the money 
vas given did not provide for the return of 
the money to the members 
could deal with the 


show 


; the association 
money as it pleased. 
That being the case, describing the money 
“deferred liability” was not 
to prevent its being taxed.- 


as a sufficient 
Taxi 
National Rev- 


Dominion 


cab Association v. Minister of 


enue, 53 DTC 1106. 


Carelessness Is Costly 
Written agreement would have pro- 
vided deduction for support payments. 
Support and maintenance payments to 
one’s wife, made pursuant to a court order, 


Canadian Tax Letter 


do not qualify as a deduction from income. 
To be deductible, such payments must be 
made “pursuant to a decree, order or judg- 
ment of a competent tribunal in an action 
or proceeding for divorce or judicial separa- 
tion, or pursuant to a written separation 
agreement.” In denying an insurance official 
a deduction for court-ordered support pay- 
ments, it was pointed out that it would have 
been easy for him to have obtained a formal 
separation agreement from his wife. By 
failing so to do, he had only himself to 
blame for being denied a deduction with 
respect to such payments.—Brown v. Min- 
ister of National Revenue, 53 DTC 91. 


Realistic Accounting 


Installment method is proper for mag- 
azine installment contracts. 


The selling magazines on a 
delayed payment plan were recognized in 
No. 90 v. Minister of National Revenue, 53 
DTC 140. A magazine salesman sold books 
and magazines, in a package deal, on credit. 
Payment was made with so much cash with 
the order, so much on delivery and the 
balance in installments. Often, the 

defaulted in their payments and 
were sustained because of the low 
secondhand value of books and magazines 
(it was not considered worth while to sue 
for payment). The sales contracts were not 
of the kind that could be readily dis 
counted. For the years 1946, 1947 and 
1948, the salesman divided the payments 
between costs and realization of profits; the 
income tax returns showed net profit and 
unrealized The Minister in 
cluded taxable income for 


those 


hazards of 


pur- 
chasers 


losses 


gross profit 
both in 


years. 


each of 
However, this method of ac- 
counting was correct because “where 

as in the case here, a company is selling 
something of no durability and under condi- 
tions that can be broken with impunity by 
subscribers, the 


accounting used 
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must be the one that best fits those circum 


” 
stances. 


Farmer in Name Only 


More than three tenths of income must 
be from farming for averaging income. 


Processing cherries does not come under 
the heading of farming so as to enable one 


to average income, since such processing 


does not require a farm for a site; such 


activities are more like fruit canning, which 


designed for 
that purpose. Where the major source of 
income is from [ 
farming, the 


is usually done in buildings 


such processing, not from 
conditions for averaging in 
met. “It would be 
if the benefits of the averaging section (39 
(1)) could thus be claimed, as the 
source of little and is 
not subject to the climatic conditions that 
beset the prairie wheat farmer, for instance, 


come are not strange” 
“main 


income varies but 


and may lead to feast or famine for the 
grower.’ —No. 89 v. Minister of National 
Revenue, 53 DTC 136 


TAX SHORTCOMINGS IN THE LIFO PROVISIONS— 


Continued from page 412 


LIFO. 


the consequences of 


than Counsel was apprehensive of 
he proposal, and had 
the question raised with a representative of 
the Chief 
This have 
stated that, in his opinion, such a procedure 
would be at statute. It 
comparison 
body of the 
thereto, or 
letter to 
would constitute the use of a 
LIFO and would 
right of the 
LIFO. 

A group within the Bureau was said to 
have at one time considered 


Counsel’s office of the Bureau. 


representative was reported to 


Variance with the 
was also his 
of FIFO 


balance 


opinion that any 
LIFO in the 


sheet, in a 


and 
footnote 
accompanying statement or in a 
stockholders 
method at variance with 
jeopardize the taxpayer to 
remain on 


whether a re- 
port from a controller to the board of direc- 
tors of a taxpayer making a 
comparison of the results of the company’s 
under both a LIFO and FIFO 
would constitute a violation of the 
statutory that 
the board representatives 
oft the 


report 


corporation 


ope rations 
basis 
provisions. 


The theory was 


members were 
consequently the 


effect, to the 


stockholders and 


was being made, in 


shareholders 
Although it can be 
showing of the 


that the 


““ 


’ 
cost, : re- 


reasoned 
“replacement 
placement value” o1 value” of the 
LIFO merely using market 
value in lieu of cost, as permitted by the 
regulations, the 


“current 
inventory is 
foregoing examples illus- 
trate the need for clarification of permissible 
practice. 


The practices which have been noted in 


the financial statements of companies us- 
ing the LIFO inventory method are not be- 
lieved to be at variance with any reasonable 
interpretation of the requirements of Sec- 
tion 22 (d) of the Code. It uni- 
versal practice to comment in reports for 
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the year of the initial adoption of LIFO 
concerning the effect upon income and taxes 
for that year. Some reports contain a state- 
ment of the effect of LIFO on the net 
profit for following that in which 
the method first used, and there are 
numerous special circumstances which have 
been fully discussed in the annual reports 
of corporations using the LIFO inventory 
method. 


years 
was 


Reserves 
frequently 


incident to the use of 
noted in 


LIFO, 
financial 
statements, may be generally classified into 
two groups. A reserve for LIFO inventory 
replacement is usually provided to antici 
pate, tor Statement 


corporate 


financial purposes, the 
adjustments which can only be made re 
troactively for tax under the 
present law. The use of “Reserves to re 


duce inventory to LIFO cost basis” 


put p< ses 


arises 
in some cases from showing on the balance 
sheet the cost of the inventories 
with reserves deducted therefrom to arrive 


current 


at the LIFO cost. Disclosure of such re 
i to be inconsistent 
requirements ol the ¢ ode so lor x 


serves is not considered 
with the 
as only the LIFO inventory cost is used 
“to ascertain the income, profit, or loss” for 
Stating the current replacement 
cost of the inventory on the balance sheet 
is merely providing collateral information 


the year. 


Questions as to the requirements for tech- 
nical compliance with the statutory 
relative to financial statements have 
probably received more attention than they 
merit, but it would be helpful to business 
if the regulations were amended to add a 
specific statement approving the practices 


provi- 


sions 


which have developed in the presentation of 
financial statements and are not basically 
at variance with the LIFO principle. 


[The End] 
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Acq. and Non-acq. 


Life Insurance 

in Profit-Sharing Trusts 

Sir 
There 


ré cently 


a great deal of discussion 
concerning the 


has been 
use of life insurance 
contracts in connection with profit-sharing 
trusts. Most of the discussions center around 
the qualification of the trust involved and 
taxability of distributions to the participants. 
As usual, when policy is in the formulative 


stage, there is considerable confusion and 


misunderstanding 

That life insurance contracts are a proper 
subject for investment of profit-sharing trust 
funds was set forth in an early Pension Trust 
Service Ruling. That ruling, PS 11, states: 
“Insurance income come within 


the category of investments. Thus a profit- 


contracts 


sharing trust may contain a provision which 
permits the trustee to invest a part of the 
trust funds in a contract issued by a legal 
reserve life insurance company licensed to 
do business in a designated state.” 

Under PS 11, the question immediately 
“Under what circumstances is a 
life insurance contract an investment of a 
profit-sharing trust?” A recent letter (Jan- 
uary 8, 1952), issued by Deputy Commis- 
sioner E. I. McLarney, states: 


arises: 


“The term ‘investment’ contemplates the 
use of funds for the purchase of an asset or 
assets for the earning of income or for the 
safeguarding of the funds or both. The term 
‘investment’ does not contemplate the use 
of trust funds to procure any benefits for 
or return to any than the 
trustee. 


person other 


“Where the trustee uses the funds of the 
trust for the purchase of a contract, under 
the terms of which contract all benefits 
thereunder (including the right of surrender 
for cash and the right to receive the life in- 
surance benefits, if any) inure to and vest 
in the trustee and such benefits may not 
be paid by the insurer to another without 
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an assignment to him by the trustee, such 
contract represents an investment of the 
trust in its entirety.” 

Under this definition, a trustee could pur- 
chase as an investment of the trust the life 
insurance contract on the life of anyone in 
whom an insurable interest is present. 

The trustee, of would own the 
policy and all rights under it, including the 
right to receive the death proceeds. Upon 
death of the insured, the trustee would col 
lect the death proceeds of the policy and 
hold them as additional trust Not 
only would the trust undoubtedly qualify 
under Section 165 (a) of the Code, but all 
of the death proceeds of the policy would 
be received by the trust free from income 
tax. Any distribution subsequently made 
from the trust to the beneficiaries of a par- 
ticipant would be a distribution taxable un 
der Section 165 (b) rather than tax-free 
death proceeds of an insurance policy. 


course, 


assets. 


In the past, however, the usual procedure 
has been to name the participant’s bene- 
ficiary under the plan as the beneficiary of 
the death proceeds of the insurance policy 
rather than the trustee. The letter ruling, 
above, indicates that, under certain circum- 
stances, such procedure may prevent the 
trust from qualifying under Section 165 (a). 
That ruling points out that Regulations 111, 
Section 29.165-1 (as amended by T. D. 5422, 
1944 CB 318) require a profit-sharing pro 
gram, in order to be exempt under Section 
165 (a), to provide for accumulation of con 
tributions to the trust for “a fixed number 
of years” before a distribution can be made 
to an employee for reason other than retire- 
ment, illness, disability, severance of em- 
ployment or death. 

The ruling then states that a plan which 
provides for distribution of funds which have 
not been accumulated for 
of years” will not 


“a fixed number 
qualify under Section 
165 (a). The letter referring to life insurance 
contracts continues: 
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“W here the 


which is 


contract 
owned by the 


purchased is 
trustee 


one 
(who can 
exercise all options, including surrender for 
cash) and he names the employee’s bene- 
ficiary as beneficiary of any death benefit 
(life insurance) payable thereunder, that 
portion of the cost of the contract which 
represents the cost of the life insurance does 
not constitute an investment of the trust, 
but is an amount ‘made available’ or con- 
structively distributed to the participant in 
his taxable year during which the premium 
is paid.” 

This statement points out that every life 
insurance contract purchased by a trustee, 
payable directly to beneficiaries other than 
the trustee, involves a “distribution” from 
the trust. If the premiums for such contracts 
from funds not accumulated for 
“a fixed number of years,” has a distribution 
been made which might disqualify the plan? 


are paid 


The letter ruling, however, does not arrive 
at that conclusion. A line of demarcation is 
drawn between ordinary life insurance con- 
tracts and the 


contracts, 


higher premium insurance 
such as retirement income and 
income endowment. In the case of the former, 
it is said that death protection is the “pri- 
mary” purpose of the policy, and if the pre- 
mium payment for the contract is made 
from funds not accumulated for “a fixed 
number of years,” a “distribution” has oc- 
curred which will disqualify the plan. As 
to the latter, however, death protection is 
termed “incidental” and, even if funds not 
accumulated for “a fixed number of years” 
were used to make premium payments on 
the policy, the “distribution” is termed “in- 
cidental” and does not disqualify the plan 

If it is proposed under a profit-sharing 
plan to use ordinary life insurance policies, 
the death proceeds of which are to be made 
payable to named beneficiaries other than 
the trustee, premiums on such contracts should 
be paid out of funds which have accumulated 
in an employees’ account for two years 
Indications are that two years is the mini- 
mum number of years that constitutes “a 
fixed number of years” as far as the Treas- 
ury Department is concerned. 

Should there be no such funds available, 
the trustee should be named the beneficiary 
of the death proceeds of the contract for the 


first two years the insured is a participant 
in the plan. Should death occur during this 
period of two years, the death proceeds of 
the policy would go to the trustee. The trust 
indenture then could provide that the par- 
ticipant’s beneficiary under the plan would 
receive the decedent’s share account in the 
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plan, together with an amount equal to the 
death proceeds collected from the policy on 
life. This distribution from the trust, how 
ever, would be taxable under Section 165 (b) 
and no part would be exempt from income 
tax as proceeds of life insurance paid by 
reason of the death of the insured. 

If a plan, in which life insurance payable 
to other than the trustee is used, qualifies 
because premium payments on ordinary life 
contracts are made from funds accumulated 
for at least two years, or because higher 
premium contracts to which life protection 
is “incidental” are used, the “distribution” 
involved is taxable income to the insured 
participant at the time the premium is paid. 
The entire premium does not constitute a 
distribution, of course, but only that portion 
which constitutes cost of “life insurance 
protection,” is taxable currently to the in 
sured employee as additional compensation. 

“Life insurance protection” is the excess 
of death proceeds payable during a year 
over the cash value, or if no cash value, then 
the reserve of the policy at the end of the 
year. The cost of such protection, taxable 
to the insured employee, is the one-year 
term premium for such amount based upon 
the issuing company’s rates or the rates set 
forth in PS 58 (revised). 

Life insurance is a proper investment for 
a profit-sharing trust. Where a pure trust 
investment is made and ownership of the 
contract is in the trustee, who is named 
beneficiary of death proceeds, the use of 
life insurance contracts poses no question 
as far as qualification under Section 165 (a) 
is concerned. 

Where ownership is in a trustee and a par- 
ticipant’s beneficiary under the profit-sharing 
plan is named beneficiary of the death pro- 
ceeds of the insurance policy, care needs to 
be exercised. Where life insurance protec- 
tion is the “primary” purpose of the policy, 
as, for example, in ordinary life contracts, 
premiums must be paid out of funds accumu- 
lated for “a fixed number of years,” or the 
plan may not qualify. Where insurance pro- 
tection is an “incidental” purpose of the 
contract, such as in retirement income con- 
tracts, premiums may be paid out of funds 
which have not been accumulated for a 
fixed period of years without 
qualification of the plan. 


disturbing 


If life insurance, payable to a beneficiary 
other than the trustee, is used and the plan 
qualifies, the participant must include cur- 
rently in his income tax return as additional 
income that portion of the premium paid 
constituting of insurance protection. 
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as real pri law was not 
controlling under federal income tax law.) 
“Although the property was not severable at 
the date of its sale, there is nothing in the 
Act requiring it to be severable. While, 
in previous years, like crops were held for 
a sale that occurred after maturity, in 1944 
the date of that sale came September 1. 
nothing in the Act that dis- 
Upon death, proceeds of the insurance policy 


yperty under state 


‘There is 


constituting current life insurance protection 
be received free by the 
icipant’s The balance of 
death proceeds will be treated as a dis- 
Section 165 (b). 


Harotp O. Love 


income tax 
beneficiaries. 


tribution under 


MICHIGAN 


New Trend 


SIR: 


DeErrolt, 


I note with gratification 
} 


the method of 


a new trend in 
deciding tax controversies: 
7 he present cases, be sides being more in- 


teresting, are being analysed and decided 
logically than have been cases in the 
Indicative of this trend is the recent 
Commissi 53-1 


The facts of the case 


more 
past. 
of Coughlin v 


-A-2). 


cas¢ USTC 


were 


In 1946, a Binghampton, New York attor- 
ey, skilled in tax attended the 
Taxation conducted by 
York University and, considering the 
necessary and helpful to him, as an 
ney, in obtaining tax 


1 


matters, 
Institute on 
New 


Federal 


( irse 


information, he 
deducted the cost of the trip in his tax return 
or that year. The total cost which included 
travel and board and lodging ex 
amounted to $305. The 


this 


penses, 


Commis- 


oner disallowed item as an expense. 


Tax Court upheld the 
However, on 
both 


Subsequently, the 
Commissioner. 
decision which is 


portant to the 


appt al, in a 
im- 
and legal pro- 
Court of Appeals for the Second 


rever sed. 


interesting and 
accounting 
¢ ssions, the 
Circuit 


ring the decision of the court, 


“We may start by noticing that the peti- 
tioner does not rely upon Section 23 (a) (2) 
which permits the deduction of certain non- 
trade or expenses, but rests 
entirely upon his contention that the deduc- 
tion he took was allowable as an ordinary 


non-business 


and necessary expense incurred in the prac- 
tice of his profession. The expenses were 
deductible Section 23 (a) (1) (A) if 
they were ‘directly connected with’ or ‘prox- 
imately resulted from’ the practice of his 
United States, 
153 [1 ustre § 284]. And if 
it were usual for lawyers in practice similar 
to his to incur such expenses they were 
‘ordinary. Deputy v. DuPont, 308 U. S. 
488, 495 [40-1 ustc § 9161]. They were also 
‘necessary if appropriate and helpful. Welch 
v. Helvering, 290 U. S. 111 [3 uste J 1164]. 
But this is an instance emphasizing 


under 


Kornhauser v. 
UJ. S..346, 


i 


protessi yn. 


276 


how 
dim a line is drawn between expenses which 
are deductible because incurred in trade or 
business, i. e., because professional, and those 
which are non-deductible because personal. 
Section 24 (a) (1) of Title 26 


“ 


[H]e was morally bound to keep 
so informed and did so in part by means of 
his attendance at this session of the Institute 
It was a way well adopted to fulfill his pro 
fessional 


duty to keep sharp the tools he 


actually used in his going trade or business. 
knowledge he thus gained 
increased his fund of 
that sense, the 
have been 

think that the immediate, 
yrofessional need to 


It may be that the 
incidentally learning 
cost of 


a personal ex- 


in general and, in 
acquiring it may 
but we 


over-all 1 incur the ex- 


penses in order to perform his work with 
due regard to the current status of the law 
so overshadows the personal aspect that it 
is the decisin ture.” 


aecisive teature 


The trend, as evidenced by this and other 
cases, of deciding cases on the basis of logic 
and reason is, in my opinion, a very healthy 
sign. 

Harry R. BAKER 
Hopoken, New Jersey 
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tinguishes betwe 


n the taxable character 


é 
of a gain derived from a present sale dis- 
hazards of the future, and one 
lerived from a later sale when the hazards 
After the transfer of title to the 
crop on the retained its 


id continued to be held for 


counting the 


trees 


iracter al sale 


Acq. and Non-acq. 


to customers of the owner in the 


owner’s 


grove 


course the 
Hn 


ordinary trade or 


business.... 


“We do not have here the situation which 
arises from the sale of land, including coal 
or other mineral wealth not separated from 
its natural and not in the 


state course of 
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annual growth leading to a seasonal separa- 
tion... .. The instant case also is distinguish- 
able from that of growing timber which is 
not in itself an 


product.” 


annual or short-term 
Esso Standard Oil v. Evans.—Although 


the United States ultimately bear 
the burden, the Tennessee to 


would 
right of 
impose a tax on the storage of gasoline 
was upheld in Esso Standard Oil v. Evans 
From 1943 to 1946, because of a _ short- 
age of storage facilities for Air Force 
fuel in the Memphis, Tennessee area, the 
Esso Company 
mained the 


stored gasoline which re- 
property of the government. 
When needed, the gasoline was shipped to 
consuming airfields on orders of the Air 
The United States assumed all lia- 
bility for state taxes In 1949, Tennesses 
demanded that pay taxes on such 
operations as being engaged in the business 
of storing gasoline. 
for a refund. The majority opinion stated 
that the tax was imposed because 
stored gasoline and was not based on the 


Force. 
Esso 


Esso paid and sued 


Esso 
worth of the government property; it was 
imposed on the privilege of engaging in 
“Federal ownership of 
the fuel will not immunize such a, private 
contractor from the tax on storage 


such operations 
It may 
generally, as it did here, burden the United 
States financially. But since James v. Dravo 
Contracting Co., 302 U. S. 134, 151, this has 
been no fatal flaw. There is no claim 
of a stated immunity. And we find none 
implied.” Furthermore, the result of the 
case did not that Tennessee courts 
against the federal govern- 
ment, since it chose to pay Esso to receive, 
store, handle and load the fuel. 


mean 
discriminated 


Certiorari has been applied for in the 
following cases: 


New Pittsburgh Coal Company v. | on 
53-1 4 9079 (CA-6).—Outlays for cer- 
tain rails, certain adding machines put in 
use in the mine and a freight 
elevator in a company store at one of the 
mines were capital expenditures, 


USTC 


office of a 


Reporter Publishing Company, Inc. 7 
misstoner, 53-1 79192 (CA-10) 
sustained no deductible 
of a Supreme Court decision whereby it 
lost its exclusive right to press services. 


Pollock v U 


—Conviction 


Com- 
ust Tax- 


loss because 


payer 


S., 53-1 uste § 9229 (CA-5). 
sustained for willfully at- 
tempting to evade and defeat income taxes. 
Taxpayer had changed his accounting 
period without the approval of the Com- 
missioner. 


490 


June, 


1953 °@ 


Certiorari has been denied in the follow- 
ing cases: 

Cohen v. U. S., 53-1 ustc $9165 (CA-9). 

Taxpayer who voluntarily gave revenue 
agents a net worth 
fictitious loan transaction 
making false statements. 


statement showing a 


was guilty of 

National Fruit Products Company, Inc. 7 
U. §S., 52-2 ustc 9 66,046 (CA-4) In re 
computing excess profits tax liability for 
1946, taxpayer, in determining its net oper 
ating loss in 1948, in order to arrive at the 
allowable carry-back to 1946, was subject 
to the 50 per deductibility limitation 
on interest it paid on its borrowed capital 
indebtedness in 1948 


cent 


The Commissioner 


Acquiescence.—The Commissioner acquies 
ces in the following decisions: 

Ray Crowder, CCH Dec. 19,318.—Funeral 
home owner could deduct as business ex 
penses amounts paid to meet deficit of as 
sociation advertising his business. 

Edward W Edwards. CCH Dec 19,308 
The basis of stock was not reduced by the 
cancellation of a loan used to pay for stock 
purchased from who related 


one was not 


to the creditor 

Edward G. Leuthesser, CCH Dec. 19,210 
—Stockholder-officers of a corporation 
were not personally liable for taxes owed 
by the corporation 

Philadelphia Title 
CCH Dec. 18,683 
system allowed to 
crued 


Insurance 
Corporation on 
deduct in the 
imposed on 
shareholders, which it paid. 

Andrew P. Solt, CCH Dec. 19,287 \ war 
loss followed by recovery and then by con 


Company, 


yeal 


state taxes 


1 
STOCK 


fiscation occurred in the year of confiscation 
but basis that in the 
ginal wat 


was year of the ori 


loss 
Nonacquiescence. 
not acquiesce in the following decisions 
Fortee Properties, Inc. CCH Dec. 19,263 
—An owner of mortgaged property 
never liable under the mortgage; 


The Commissioner does 


was 
therefore, 
part of a condemnation award paid directly 
to the mortgagee did not enter into the 
computations as to whether gain was to be 
recognized to the owner of such property. 

Edward G. Leuthesser, CCH Dec. 19,210.— 
The limitations period for assessing tax de- 
ficiencies due to incorrect reporting of in- 
come and deductions on the return for a 
particular year was not extended by reason 
of a carry-back to such taxable year. 
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Tax=-Wise 


Meetings of Tax Men 


California Society of Certified Public 
Accountants.—The annual meeting of the 
California Society of Certified Public Ac 
countants, to be held at the Hotel Statler, 
Los Angeles, will feature an address on 
Friday, June 5, by T. Coleman 
Commissioner of Internal 


Andrews, 
Revenue, on 
“Common Sense Administration of the In 


ternal Revenue Laws.” 
Practising Law Institute—Methods of 


handling business tax problems and 


opel 
ational procedures will be explored m two 
one-week programs announced by the Prac 
tising Law ‘Institute, as part of its twelfth 
A panel of expert 
tax attorneys will offer suggestions on 


annual summer session. 
what 
to do and what to avoid in dealing with tax 


matters of industry 


and commerce in the 
Planning and Prac 
The following 
institute will 


series on Corporate 


series on Business Tax 
tice, starting July 20. 
July 27, the 


a discussion 


week 


Starting 


present 
Practice, 
considering methods of acquiring, organizing, 
financing and operating closed corporations 
these 


Requests for details of 


should be 


programs 
addr eSSé d to the 


William 


Practising Law 
New York 5, 


Institute, 57 


New York. 


street, 


Municipal 
of the 
finance 
and Canada will meet in 
May 3l-June 4 for the 
Annual 


Finance Officers Association 
United States and Canada.—City 
officers from the United States 
Miami, Florida, 

Forty-seventh 
Municipal Finance. 
Those slated to make major addresses dur- 
ing the include T. 
Commissioner of 


Conference on 
conference Coleman 
Internal Rev- 
enue; Walter Williams, under-secretary of 
the Department of William 
\. B. Iliff, assistant to the president, In- 

Bank for and 


ternational 
Development; and Dwight Havens, service 


Tax-Wise 


Andrews, 
Commerce; 


Reconstruction 


Taxes... 
Tax People... 
Things Taxed... 


department manager of the 
Commerce of the United 


Chamber of 
States. 


Deficits for Years to Come 
The show that in 


only two of the last 20 years have we had 
budgetary surpluses 


tables on the cover 
The estimates of the 
deficits for 1953 and 1954 have run as high 
as $9 billion Che staff of the Joint Com 
mittee on Internal Revenue Taxation esti 
mates that, under present law, budget receipts 
will amount to $66.4 billion in the fiscal year 
1953 and $67.6 billion in the fiscal year 1954. 
While not attempting any detailed analysis 
of government expenditures, the staff esti- 
mates that, in 1953, there will be a deficit of 
$7.3 billion and that, if present expenditures 
are not next year, there will 
probably be a deficit of $5.9 billion rather 
than $9.9 billion 


increased 


as is presently estimated. 
Congressman Reed, who is working dili- 
gently for tax that those 
who balancing the budget first 
and then reducing taxes are putting the cart 
before Reed’s tax 
production and 
keep tax receipts high, and that is the prope 
order of the cart and the horse, he contends. 
“Long studies 
reduction in the 
nervous publi 


reduction, infers 
insist on 
the horss Congressman 


reduction would increase 


range toward tax 


will not 


looking 


future Satisfy a 


Twenty-five Years Ago 


Because of President Eisenhower's in 
terest in golf, the game is front-page news; 
however, it’s no stranger to the United 
States Senate The following was 


recorded in the June, 1928 issue of TAxeEs 


scene 


Consideration of the proposal by Senator 
Frazier of North Dakota to 
exemption on club dues $10 to $25 
led to expressions of concern lest 
be extinguished by taxation. 


increase the 
from 
golfers 
Senator Norris 


49] 





declared he knew nothing about golf but 
nevertheless favored the Frazier amend- 
ment. “As I understand it,” he said, “it is 
an amendment in behalf of old age, gray 
hairs and bald heads.” To which Senator 
Robinson retorted 

“The 
entering 


Senator from Nebraska is now 
upon a very comprehensive field 
of learning sport that more 
promptly invites the exercise of the imagina- 
tion and more frequently stimulates the 
geration than that 


There is no 


faculty of exas l 
Many a golfer can 
shoot up to par when he reaches what used 
to be known as the : 


Senator is discussing 


nineteenth hole 

“Does the Senator feel that the nineteenth 
hole has been entirely eliminated?” asked 
Senator Edge of New Jersey, a wet. 

“I reserve an expression of opinion on 
that subject,” replied Mr. 
thereupon continued his eulogy of 
“No old man can ever learn it. 
men ever master it 
excellence of the 


and 
goli— 
Few young 

It is the exercise par 
middle-aged; it is the 
consolation of the senile; it is the despair 
of the ambitious. The Senator from Ne- 
braska has missed something in life. The 
time is approaching when he will be old 
enough to undertake outdoor sports, includ- 
ing golf.” 


Robinson, 


Senator Norris said that when he was 
sufficiently aged he would learn the game, 
and the amendment was adopted without 


a roll call. 


You Don't Have to Spend 
Money to Make Money 
In “Washington 


we set out the highlights of the proposed 
changes in the Code and the date on which 


Tax Talk” of this issue, 


hearings befor: 

mittee will begin 
Joseph A. Schafer of 

for a number of 


the Ways and Means Com 


Pennsylvania has, 
urging the 
adoption of a simplified procedure which, 
he says, would 
and, thereby 


two 


vears, been 


save considerable money 
increase the tax revenue. The 
Mr. Schafer has written for 
TAxEs on the subject appear in these issues: 


May, 1948—“The Withholding 


Needs Revision.” 


articles 
System 


September, 1949—“Is It Time to Revise 
the Withholding System?” 

Mr. Schafer’s contention is that complete 
and accurate withholding would benefit the 
government by a saving in administrative 
expenses and increase the tax revenue about 


$1.5 billion. 
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1953 ®@ 


mendation presented by Mr. Schafer in 
October, 1952. 

stated that the subject could not be taken 
up then but should be appropriately studied 


at a later date. 


At that time Senator George 


“Section 1622—Income Tax Collected at 


Source 
“The 


employees for 


withholding tax from 
salaries and wages should 
be improved so as to reduce the time and 
expense involved in the withholding and 
process. At the same time the 
procedure should be coordinated with the 
filing requirements applicable to the ind- 
vidual taxpayers to 


system of 


reporting 


either eliminate the 


necessity of filing personal tax returns in 
case the actual tax has been withheld, or 
to reduce the number of refunds of small 
amount because an excess amount was with- 
held during the year. 


“Refunds to taxpayers have totaled more 
than 30,000,000 per year and have amounted 
to about $2,000,000,000. Statistics published 
in July 1952 on the filing of individual in- 
come tax returns for the year 1948 disclose 
that 38,369,853 returns showed 
ment or overwithholding amounting to 
$2,678,584,000. According to available in- 
formation for 1949, about 36% million in- 
come tax returns were treated as refund 
claims because of excessive withholding. 


“At the beginning of 1952 it was re- 
ported that the Government had accumu 
lated unpaid refunds of prior years numbering 
more than 1,200,000 and amounting to more 
than $37,700,000. After an intensive advet 
tising campaign to find the unknown and 
unlocated taxpayers, about 47,000 of them 
asserted their claims and were paid more 
than $2,000,000 of the amounts 
It is doubtful whether the remaining 
$35,000,000 will ever be paid back to the 
rightful owners. 


overpay- 


due them. 


“Some refunds have been made _ for 
amounts as low as $.01 and $.03, and it is 
estimated that the cost per 


Government is about $10. 


refund to the 
Giving consider- 
ation to the above figures it can readily be 
seen what an imposition is placed upon the 
taxpayers by withholding too much 
their earnings, while at the same time the 
process of withholding and then refunding 
overpayments is an 
must be corrected. 


from 


extravagance which 


“A new provision permits an employee to 
request his employer to withhold an 


addi- 
tional amount in order that the total with- 
held will more nearly agree with the actual 


TAXES —The Tax Magazine 





tax due on the earnings for that year. How- 
ever, even though the withheld tax equals 
the actual tax liability, which is unlikely, the 
taxpayer is still required to file a tax re- 
turn for the year, and in some cases the 
difference may be only a few cents to be 
paid or refunded. 


“Recommendation 


“1. The procedure involving the With- 
holding Statement Form W-2, the Em- 
ployee’s Withholding Exemption Certificate 
Form W-4, and the Employee’s Optional 
Tax Return Form 1040A should be revised 
by combining those forms into one form 
that would satisfy the three different 


OSes, 
I 


pur- 
“2. One result would be that employers 
would save 75% of the time and expense in 
preparing withholding statements after the 
close of year. At the same time the 
claiming of exemptions would be more ac- 
curate and perhaps additional tax would 
result. Finally, the taxpayers would find it 
easier to file the return forms. 


each 


“3. The detailed procedure, the benefits 
pertaining only to the taxpayers who now 
use the optional tax return, is as follows: 


“a. The exemption section of the com- 
bined form W-2-4-1040A would have to be 
filled out by the employee before the be- 
ginning of the and 
claimed as an exemption 


year, every person 
would be listed 


thereon together with certification thereof. 


“b. The form would be re- 
tained in the files of the employer for the 
purpose of tax withholding 
course of the year. 


combined 


during the 
Changes for addi- 
tional exemption could be made when they 
occur by filing an amended form. 


“c. After the close of the year the em- 
ployer would complete the combined form 
by inserting in the proper spaces only the 
total wages and tax withheld as he 
does with the W-2 form. 


now 


“d. The employer would give the original 
and duplicate of the combined form to the 
employee, and the triplicate would be for- 
warded to the Director of Internal Revenue. 


“e. The employee would then complete 
the combined form by reporting in the in- 
come section any additional income of less 
than $100 from interest, dividends, or other 
sources. In case the employee had worked 
for two or more employers during the year, 
all his original forms would be 
clipped together and then forwarded to the 
Director of Internal Revenue for processing. 


Tax-Wise 


combined 


“f. Other 
file Form 


would continue to 
1040 according to current pro- 
cedure, attaching thereto the new combined 
form if required.” 

Also suggested was the combining of 
Schedule C (Form 1040) with the Partner- 
ship Return of Income (Form 1065) into 
a single form “Business and Partnership 
Return of Income.” 


taxpayers 


New Budget Appointees 


Paul L. Morrison of Evanston, Illinois, 
has been appointed Assistant Director of 
the Budget. 


Legislation now before the Congress pro- 
vides for a change in the title of the present 
Assistant Director to Deputy Director, to 
which position Mr. Rowland R. Hughes of 
New York recently was appointed. 

Legislation also provides for the appoint- 
ment of two general Assistant Directors in 
lieu of an Executive Assistant Director and 
a Special Assistant to the Director; both 
new positions now are vacant. 


To Each His Own 


Pressure is mounting for the repeal of 
the federal excise tax on gasoline, according 
to the Tax Economics Bulletin. It is felt 
in many quarters, including the Governors’ 
Conference of the Council of State Govern- 
ments, that here is a sharp example of an 
overlapping of state and federal taxes. Fif- 
teen states have adopted resolutions memo- 
rializing Congress to repeal the tax and 
other states are considering similar action. 
The Bulletin feels that repeal of the tax in 
no way would interfere with the federal 
highway program: “Actually then, there is 
no connection between the federal 
on gasoline and federal highway aid. In 
this respect, it should be remembered that 
this tax was instituted in 1932 as a ‘tem- 
porary’ emergency measure to provide gen- 
eral revenue, It was never intended to be 
a road tax.” 


excise 


Restoring Incentive 


In applauding Secretary of the Treasury 
Humphrey's recent announcement of a “radical 
revision” of the tax system, the May issue 
of the Guaranty Survey points out that be- 
cause of the lack of incentive under the 
present tax system, there is a shortage of 
venture capital. This risk or venture capital 
is needed if the nation is to progress; it 
helps new business ventures and serves as 
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the foundation of the whole financial struc 
ture of industry. There is lacking at present 
the incentive for 


capital. 


investors to provide this 
However, with such changes in the 
tax system as the elimination of the double 
taxation of dividends, reduction of the heavy 
rates on personal elimination of 
the excess-profits tax and revision of the 
capital-gains tax, the invest 
would be restored. From such increased in 
vestment, the nation as a whole would benefit 


incomes, 


incentive to 


Toward a Uniform Tax System 


An end to the “pyramiding”’ 
reviewing decisions of the Tax Court was 
called for by United States Circuit Court 
Judge Walter L 
recently by the 
Journal 


System ot 


Pope, ina speech reported 
American Bar Assoctation 
Under he system, 11 
different Courts of Appeals can render deci 
sions which may differ unless and until the 
Supreme Court resolves the conflict. Judge 
Pope feels, as did other writers some time 
ago, that jurisdiction to review 
of the Tax Court should be placed in a 
single court of tax appeals; a precedent for 
such a 


present 


decisi ns 


found in the 
creating the Emergency 


court 1s legislation 
Court of Appeals 
whose personnel is designated, from time to 
time, by the: Chief Justice of the United 
States. Such a court would have very able 
who would be 
and, 
would be more uniformity 


judges 
matters, 


specialized in tax 
besides the fact that there 
in tax decisions, 
businessmen would prefer judges with such 
a knowledge: “If I were a businessman 
with a tax problem, I would hesitate about 
employing counsel whose general practice 
was marked by only occasional incursions 
into tax litigation. I should want my tax 
lawyer to be one who was not only saturated 
with learning in this field, but 
mersed in the subject. And I should want 
the judge who decided my case to be nearly 
as possible the same way.” 


wholly im 


Statistics on Winning and Losing 


Have Commis 


wondered how the 


when he 
the taxpayer? 


you 


sioner tares goes to 


Here are 


court with 
statistics 
which show that he doesn’t do too badly, 
except in the district courts and the Court 
of Claims. 

Of 944 cases in the 
fiscal 


some 


Tax Court in the last 
year, 369 of these 
favor of the 


decided in 


decided in 
Commissioner and 175 
favor of the taxpayer. 

hundred of these cases were modified. 
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During the fiscal year 1952, there were 
367 cases decided by the federal civil courts 
(exclusive of bankruptcy, receivership, in- 
solvency, compromise and liquor cases) and 


the box score stands 


For the government 
District 
Courts of appeal 
Court of Claims 
Supreme Court 


courts 


Against the government 
District courts 137 
Courts of appeal 20 
Court of Claims 16 
Supreme Court 0 


Of a total of 414 Tax Court cases which 
went up on appeal, 126 were decided in 
favor of the government, 270 in 
the taxpayer and 18 were modified. 


favor of 


Here is the box score of the issues most 
frequently challenged by the Commissioner 
in the Tax Court: 

Dependency exemptions 1,050 
1.000 
Capital gains and losses 600 


Miscellaneous 


Partnerships 
“business” type deduc 

tions 600 
Depreciation 500 
Travel expenses 450 
Medical expenses 320 


Entertainment expenses 252 


Inconsistency, Thy Name Is 
Government 


Most big industries grew from small ones, 
and testimony before the Select Committee 
on Small Business of the Senate substanti- 
ates that the absence of high taxes in their 
growing period was a great help. In many 
respects our tax policies seem to contradict 
government operations in other fields. Con- 
gress passes laws and appropriates funds 
for the strengthening of antitrust and anti 
merger laws, but present-day taxes seem to 
erect obstacles to healthy competition; own 
ers of small enterprises are influenced by 
high taxes to sell out to larger competitors. 


Less Paper Work 


The filing of excise tax returns has been 
greatly simplified. Bookkeeping has been 
reduced by a change in the filing require- 
ments permitting quarterly filing instead of 
monthly filing as in the past. If excise 
taxes due amount to more than $100 a 
month, you will be required to make monthly 
deposits with a bank and these depository 
receipts can then be filed with your quar- 
terly return. 
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Only Plan Payments Are Deductible 


Under the income tax law, 
payments made by a corporation to families 
of deceased officers or 


Wisconsin 


employees must be 
made pursuant to a pension agreement, or 
an established policy, to merit the income 
tax deduction. A resolution passed by the 
board of directors to make such a payment 
does not of itself establish a plan. So, pay- 
ments made pursuant to a resolution which 
stated that it would be a policy of the com- 
pany to pay 
alary for 
that 


a part of an executive officer’s 
a limited time after his death but 
the amount and number of payments 
to be determined solely at the discre 
tion ot the 


were 
board of directors were held to 
be nondeductible Ni ¢ Sons, Inc. 2 Wis- 
consin Department of Taxation, 1 Wisconsin 
Tax Cases 9 200-593. 


The Laborer Is Indeed Worthy 
of His Hire 


The right of the individual to enjoy the 
fruits of his labor was set forth in striking 
fashion recently by Acting Chief Justice 
Terrell of the Florida Supreme Court in 
U.S. v. Griffin-Moore Lumber Company, Inc 
In upholding the [ 


materialman’s 


priority of a perfected 
federal tax 
learned Justice used these 


hen over later 


liens, the stirring 


words 


“Furnishing labor and material not only 
results in unjust enrichment of the lands [if 
the laborer or materialman is not given 
priority in the enforcement of his lien claim] 
but it is the very source of the laborer and 
materialman’s bread and butter. . . . No 
legislative body in this country would deign 
to enact a law to separate the laboring man 
from his bread. Man’s necessity for bread 
preceded his necessity for law. It is the 
staff of his life, the basis of his health, his 
culture, his religion, and every impulse, good 
or bad, that colors his thinking. To con- 
tend that a tax claim of any character can 
deprive him of it is contrary to nature and 
all human experience; it is contrary to equity 
and would contravene every natural impulse. 
The state may trim corners and get along 
with less taxes but the working man can’t 
cut corners and get along with less bread. 

Any other interpretation of the me- 
chanic’s lien statute would leave the laborer 
in a most precarious condition and would 
deprive him of that which the law has pro- 
Western 


culture has always recognized the right to 


vided to safeguard his economy. 


eat, to worship, to commerce in thought, 
to criticize the things we hate as well as 
the things we love; the law and common 
sense recognize this and have consistently 


refused to mess with these freedoms.” 


City Tax Calendar... 


July 15 

lege tax reports and payment due 
Denver 
payment due. Pennsylvania: Erie employer 


Arizona: Phoenix business privi- 
Colo 


rado: and 


sales tax reports 
withholding and payment due; 
Philadelphia employer withholding re 
ports due; Scranton employer withhold- 
ing tax reports and payment due; Scranton 
School District employer withholding tax 
reports and payment due. Washington: 
Seattle occupation tax reports and pay- 
ment due; Tacoma occupation tax reports 
and payment due. 


July 20 


reports 


Louisiana: New Orleans sales and 
use tax reports and payment due. Nex 
York: New York City sales and use tax 
reports and payment due. 

July 25—New York: New York City con 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 

Pennsylvania: Philadelphia income 


orts and payment on 


Tax-Wise 


wages and 


Utah 


rep rts 


salaries not withheld at source due. 
Provo merchant and retailer tax 
and payment due. 


July 31—California: Los Angeles monthly 
sales and use tax reports and payment 
due; Los Angeles quarterly sales and use 
tax reports and due; Oakland 
sales and use tax reports and payment due; 
San Francisco sales and use tax reports 
and payment due. Kentucky: Louisville 
personal income tax withholding agent 
payment due. Missouri: St. Louis em- 
ployer withholding tax reports and 
payment due. Ohio: Columbus employer 
withholding reports due; Dayton em 
ployer withholding tax reports and pay- 
ment, if $50 of due; Springfield 

withholding tax reports 

due; Toledo 


reports 


payment 


more, 
employer and 
employer with 
holding tax and payment due; 
Youngstown employer withholding tax 
reports and payment due. Pennsylvania 
Philadelphia withholding reports and pay- 


ment due. 


payment 


495 





State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests are 
not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ARIZONA: July 1 


air line ¢ 


-Property reports from 
ompanies due. 


ARKANSAS: July 20 


ment due 


COLORADO: July 15 


tax second 


Property tax install- 


Corporate income 
installment due.—Personal 
income tax second installment due. July 
31—Pri 


yperty tax second installment due. 


DELAWARE: July 1—Franchise tax due 
July 30—Personal income tax second in 


stallment due 


DISTRICT OF COLUMBIA: July 31— 
Personal pr 


yperty reports due (last day). 


FLORIDA: July 1—Franchis 


and payment duc 


ILLINOIS: 


last 


tax reports 


July 31 


Franchise tax due 
day). 


INDIANA: July 1 Property tax reports 
and payment from navigation companies 


due. July 30—Corporation reports 


(last day). 


due 


KENTUCKY: July 15—Corporate income 
tax second installment due.—Personal in 
come tax second installment due. 


MARYLAND: July 15—Corporate income 


tax second installment due.—Personal in- 


come tax second installment due. 


MASSACHUSETTS: July 1- 


personal property taxes due. 


MISSISSIPPI: July 15—Franchise tax re- 


ports and payment due. 


Real and 


NEBRASKA: July 1 
ports 


Occupational tax re- 
from 
Personal 


domestic 
property 


and payment 


porations due 


496 


cor- 
tax 


June, 


19933 @ 


1953 JULY —1953 
Ma Pee I Be yee 
.: 6:3? 29:16:11 
121314 61718 
19 20 21 24 25) 


15 1 
22 2 
26 27 28 29 3 


3 
oe oY 


second installment due. July 31—Occupa- 
tional tax reports and payment from for- 
eign corporations due (last day). 


NEVADA: 


due. 
NEW MEXICO: July 15—Corporate in- 
installment due.—Per- 
tax second installment due. 
NEW YORK: July 1—Village property 
tax due (last day). July 15—Personal 


income reports and payment of 
installment tax due. 


NORTH CAROLINA: July 31—Franchi 
tax reports and payment due. 


NORTH DAKOTA: July 1 
from 


panies duc 
OHIO: July 15 
OREGON: July 


tax reports due. 


July 1—Corporation 


reports 


come tax second 


sonal income 


second 


Property re- 


ports railroad and telephone com- 


Franchise tax du 


1 Ce license 
July 15—Excise (income) 
tax second installment due.—Personal in- 
July 31 


payment 


rporation 


come tax second installment due. 
—Withholding tax reports and 
due. 


TENNESSEE: 
reports and 
come) tax 


July 1 
payment 
rept yrts 


Corporation tax 
due. Excise (in- 
and payment due.— 
Franchise tax reports and payment due. 


VERMONT: July 31 


holding reports due. 


WASHINGTON: July 1—License tax re- 
ports and payment from d 
domestic corporations due. 


WEST VIRGINIA: July 1—License tax 
reports and payment from domestic cor- 
porations due. 


Income tax with- 


foreign an 


WISCONSIN: July 10—Property tax first 
installment from railroad, telegraph, sleep- 
ing car and express companies due. July 
31—Real property tax semiannual install- 
ment due. 

WYOMING: July 1—License (franchise) 


tax reports and payment due. 
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Federal Tax Calendar 
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